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Abstract
Historical cost accounting properly interpreted, referred to as the monetary model, is
critically evaluated as the main source offinancialinformation relevant for assessment of
money capital maintenance, and also as a major component of accountability of directors to
shareholders. The formal representation of the elements of the accounting equation in the
double entry calculus ( D E C ) portrays the relationships between the elements. Changes in
assets and liabilities comprise the primitives of the system. General postulates provide the
means for deriving a specific interpretation of the D E C from information needs of users.
M o n e y capital maintenance and stewardship of money funds are the needs recognised as
relevant in the monetary model. In this interpretation, capital is the money amount of the
paid in capital, or "money equivalent" for assets contributed in a form other than money.
Interpreted consistently within this framework, monetary profit takes on a unique and
definite meaning, although due to future uncertainty its periodic measurement can be no
more than a test reading.

Central to this explanation is the identification of property rights as the qualitative
property for conferring meaning on the elements of the D E C . For the money capital
maintenance information need, ownership is the relevant aspect of property rights. A s
ownership (of propertyrights)is changed by contracts, contracts provide the means for the
interpretation of changes in assets and liabilities - the primitives of the system. Contracts
express the consideration as an amount of money. O n execution, contracts giveriseto
transactions, with their consideration providing the quantity for recording the changes in the
elements. The acceptance of transactions (via the money consideration) as the fundamental
measurements (Willett, 1987, 1988) contributes to the transactions based research

Furthermore, the contracts written by the company include those initial transactions wit
shareholders, the beneficial owners, w h e n the money capital w a s contributed. Hence the
link to m o n e y capital, and to the legal concept of money capital maintenance for the
protection of the right of creditors to precedence over shareholders in the settlement of their
debts. Writers from both sides of the Atlantic, economists and lawyers as well as
accountants, over a long period of time have supported the need for financial information
disclosing profits available for distribution. D u e to its future orientation, the concept of
economic income does not appear suitable for this purpose. The economic context
identified as relevant for this research is Post Keynesian economics, in which future
uncertainty, contracts, transactions, money, and time - past, present and future - are
specifically recognised for their role in the economic system.

Current cash equivalents (CCEs) are selected as an alternative interpretation of the DE
contrast with the monetary model. D u e to the emphasis of the propertyrightto dispose of
assets, assets and liabilities were interpreted as wealth. Although providing relevant
information for the information needs selected (debt paying potential, potential for
adaptation, and calculation of net exchangeable asset backing per share), C C E s do not
appear to meet measurement theory criteria. However, C C E s do qualify under the
conditions suggested by Vickrey (1970). Moreover, a series of surveys initiated by
Chambers provided evidence of support for disclosure of measurement of the wealth of a
company. Such disclosure would complement the disclosure of the traditional profit
statement and balance sheet prepared using the monetary model. Each of these two models
provides financial information relevant to different purposes.
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Measurement in Financial Accounting: critical support for historical cost

Chapter 1

Introduction

Motivation and overview

The primary motivation for this thesis is to question whether historical cost accounting
( H C A ) - that is, H C A properly so called - is a rational and meaningful system measuring
profit, and thus capital. This investigation centres around the method for conferring
meaning on the general accounting system, formally referred to as the double entry calculus
(DEC). Like any mathematical calculus, the D E C is an uninterpreted system. T o be useful
to accounting, the D E C must be shown to have a meaningful and relevant accounting
interpretation (analogy). Such an interpretation takes the form of a set of financial
accounting postulates. These relate directly to the information needs of assumed users,
particularly company (equity) owners and other security holders. The result is a system of
accounting measures (and thus, w h e n applied to a given firm, an array of "accounting
numbers") each corresponding to a term within the D E C .

HCA is an important element in the smooth functioning and stability of the securities
markets. Without an improved understanding of its worth, H C A could be discarded
prematurely or simply undermined by continuing erosion of its measurement base. Properly
applied, H C A should ensure that the capital base of industry is not dissipated by the paid in
share capital being distributed to shareholders under the guise of a dividend. Thus, one of
the two information needs assumed as relevant is for shareholders of a company to receive
financial statements disclosing whether the paid in m o n e y share capital has been maintained
before a dividend is declared. Accountability of the directors to shareholders for the use of
the money resources entrusted to their control is the other information recognised. Both
of these information needs are c o m m o n to all shareholders, and both are based on actual
transactions or cash flows. In addition, in contrast with models using current market prices,
volatility in reported profits due to fluctuations in market prices, or in their estimation,
1

should be avoided.

I use the term "the monetary model" to describe the specific accounting measurement
system in preference to H C A because the term more accurately depicts the underlying reality
of the money flows on which the measurement of periodic monetary profit is based. In
addition, it serves to distance the explanation from H C A as practised, which includes
departures from the monetary concepts like revaluations, equity accounting, last-in-first-out
method of inventory measurement and tax allocation, to name several of the more significant
departures. Such departures, which are inconsistent with the monetary concepts, prohibit
the identification of a qualitative, empirical property capable of embracing all elements of
the D E C . For this purpose an extensive property is sought which satisfies the criteria of
measurement theory.

In spite of the fact that HCA has dominated accounting practice for the greater part of
past century, no explanation of it has been universally accepted. F e w accounting theorists
accept that it has validity, although m a n y would acknowledge that it has proved a useful
system. A significant number of accounting theorists subscribe to the view that economic
income represents an ideal concept which thefinancialaccountant should endeavour to
apply in measuring periodic profit. The concepts of economics assumed for the study are
elaborated later in this chapter.

The development of accounting historically in the UK and the USA is reviewed to assess
extent of support from the economic environment for both of these information needs, and
the monetary concepts generally. O f course, it is not to be expected that concepts would
be described in the same terms in the period of time covering the general emergence of the
joint stock company in England until the 1970s.

The thesis has a secondary motivation which is to demonstrate the application of the me
used for conferring meaning on the elements of the D E C to another measurement system
Current cash equivalents (CCEs) are selected as an appropriate system for that purpose,
since disclosure of this information appears warranted, especially for calculating asset
backing per share. The term, C C E s , w a sfirstcoined by Chambers (1965). However, the
?

interpretation in this thesis should be distinguished from Chambers' (1966) continuously
contemporary accounting ( C o C o A ) model.

C o C o A uses purchasing power as the

qualitative, empirical property of the elements offinancialstatements. Purchasing power,
due to its lack of stability and extensiveness as used in C o C o A , appears unable to provide
this property.

Measurement theory is drawn on to help ensure that the property selected for measurement
in a specific interpretation of the D E C is sound. Property rights are identified as the
qualitative, empirical property of the accounting elements, and, on being given a specific
interpretation, meaning is conferred on the elements. Contracts have a central role for two
reasons; first, because they are the means by which property rights are changed, and
second, because on their execution they giveriseto transactions. In addition, the contract
consideration establishes the amount at which the transaction is recorded.

Exchange

transactions thus provide the fundamental measurements for externalfinancialreporting.
A significant number of accounting theorists have utilised the "transaction approach" to
measurement in externalfinancialreporting. M o r e recently, Willett (1987, 1988) and
Gibbins and Willett (1997) demonstrate the application to accounting of the theorems of
measurement theory in Willett's statistical activity cost theory

The research methods utilised in the analysis are next outlined, followed by an elabora
and summary of the economic concepts employed. Finally, the organisation of the chapters
of the thesis is explained.

Research methods

Accounting has developed without a clearly articulated and generally accepted theory.
Gaffikin (1987: 19) has stated that in the "first few decades of this century accounting w a s
methodologically raw". Mattessich (1984: 28), although unable to resist pointing out the
weaknesses of Paton's (1922) work, nevertheless stated that Paton "deserves the highest
recognition" for being "thefirstto search for the analytical and empirical premises on
which accounting rests'". Furthermore, Paton initiated attempts to express the foundations
of accounting in a set of postulates. But as these were consigned to hisfinalchapter,
3

Mattessich (1984) charged Paton with "putting the cart before the horse". Examples of
other relatively early writers to employ a similar method were Chambers (1955, 1957, 1960,
1963 and 1966), Ijiri (1967, 1975), Moonitz (1961) and Mattessich (1957, 1964). Their
research methods conform with methods broadly described as "postulational" (Gaffikin,
1988; Mattessich 1995). Chambers (1963) in particular is credited with making a significant
contribution to the development of accounting theory by emphasising the need for postulates
(assumptions or axioms) external to accounting practice, and logical relationships (Gaffikin,
1988).

However, these early attempts at establishing accounting theory did not lead to consens
on methodology. Far from it. The 1977 Report of the A A A Committee on Concepts and
Standards for External Financial Reports entitled Statement on Accounting Theory and
Theory Acceptance ( S A T T A , 1977: 5) identified "three basic theoretical approaches: (1)
classical ('true income' and inductive) models; (2) decision usefulness; and (3) information
economics." However, if the concept of income could be explained in the context of
decision usefulness, these three theoretical approaches could collapse into one. Later in
their report the Committee noted that the "evolutionary view of accounting theory formation
has considerable appeal" but then, due to it being incongruent with the accounting literature
of the previous "decade or two" ( S A T T A , 1977: 41), rejected it in favour of the
revolutionary explanation on the progress of science advanced by K u h n (1970).

Thus accounting theory development appeared poised to take advantage of developments
in the philosophy of science generally. Indeed, given the disputes of the 1960s and 1970s
over profit measurement including the criticism of historical cost, ample evidence existed
to support the notion thatfinancialaccounting theory at least, if not accounting practice,
was in some type of crisis. Using Kuhn's ideas (Wells, 1976: 476) argued that accounting
theory w a s undergoing a revolution, with one class of anomaly proving intractable to
historical cost, portrayed as the "disciplinary matrix"; namely that historical cost was unable
"to take account of changes in assets prices and changes in the purchasing power of the
monetary unit". Hence theriseof competing "schools" based on alternative measurement
systems, each of which treated asset valuation and price level changes differently This
development appeared to give hope of emergence from the state of crisis, although Wells
4

(1976)1 conceded that the shift in allegiances in favour of one of the alternatives would take
time.

Following a brief review of Wells (1976) in an article identifying future research need
accounting, Parker (1977) included "'scientific revolutions' in accounting" in his
suggestions. Belkaoui (1981) identified six paradigms. In an article entitled " A Kuhnian
Interpretation of the Historical Evolution of Accounting" Cushing (1989) reviewed the
literature and then provided his assessment. Similarly to Wells (1976) he identified H C A
using the double entry model as the accounting paradigm, but claimed that the competing paradigms identified by Wells, S A T T A , Previts, and Butterworth and
Falk all represent theories or schools of thought that approach the same subject
matter from incompatible viewpoints. Thus, none of these are paradigms in a
Kuhnian sense (Cushing, 1989:13).
Apparently Cushing adopted a "paradigm" broad enough to include all accountants and their
schools of thought - but evidently not if they were incompatible. In his conclusion Cushing
(1989) noted that the double entry model has been "remarkably resilient", echoing a
comment of Hakansson (1978) suggesting that it might still maintain its position. However,
Cushing (1989: 37) claimed that "the advent of standard-setting radically transformed the
nature of accounting, and precipitated a crisis in the accounting discipline". This in turn led
to the search for accounting principles, with the lack of success in that search inducing a
m o r e severe crisis. H e charged that this crisis is characterised by four fundamental
problems, namely:
(1) accounting is inherently arbitrary [Thomas, 1969, 1974],
(2) accounting has been politicized [Solomons, 1978; Zeff, 1978],
(3) rational selection of normative accounting standards is impossible [Demski,
1973, 1974], and
(4) the role of accounting scholars has been to supply "excuses" to competing
groups seeking to influence accounting standards to further their o w n interests
[Watts and Zimmerman, 1979] (Cushing, 1989: 37) 2 .

It is surprising that S A T T A (1977), in spite of referring to this article, did not directly draw upon its analysis
2

T h e "arbitrary" claim is considered in Chapter 7. While accepting that the process for making accounting
standards has been largely politicised, that should not inhibit accounting scholars from searching for a sound
theory. Demski's analysis is restricted by the assumptions of classical economics. Finally, there will always
be s o m e theorists for hire at a price, but, hopefully, there will be a greater n u m b e r pursuing their research

5

Cushing (1989) then claims that "the most devastating effect of these conditions has been
that many of today's leading scholars no longer display an interest in addressing the
fundamental issues of accounting, but have instead gravitated toward the more scientifically

satisfying study of the paradigms in other disciplines that are related to accounting"
is a real loss which, unless changed, m a y well have long term consequences for the

development of the accounting discipline. Archer (1993: 64) has drawn attention to this
problem from another perspective, writing that:
.. the main thrust of the theoretical work in financial accounting is no longer
directed to finding a conceptual basis for accounting conventions: rather it is
concerned with understanding the economic role and consequences of such
conventions and of the institutions which develop and promulgate them.
Before returning to Kuhn (1970), the "compound irony" Mouck (1989) drew attention to
is worth noting.

This irony arose between developments in accounting in the 1960s - "the Golden Age"- an
developments in the philosophy of science generally. M o u c k (1989: 104) concluded:
The most basic irony is, of course, that accounting researchers were "awakened" to
the scientific method during the same decade (the 1960s) that witnessed the
disintegration of "the received view" of scientific methodology as a result of the
"growth of knowledge" debate. The second level of irony has to do with the
respective legacies of "the Golden A g e " of accounting methodology and the growth
of knowledge movement in the philosophy of science. The legacy of "the Golden
A g e " seems to have been the enshrinement of a dogmatic reverence for a
positivistic/empiricist research methodology and a research environment
characterized as "methods in search of questions". The growth of knowledge
movement, on the other hand, has essentially discredited the positivistic/empiricist
methodology and cleared the w a y for a hermeneutically informed postempiricist
view of science; a view which acknowledges the social role in the construction of
"reality" and emphasizes the importance of replacing rigid pre-determined
methodological rules with the give and take of "good conversation" in the resolution
of methodological issues. The ultimate irony then is that the research methodology
touted by some of the most prominent mainstream accounting researchers must be
judged clearly "unscientific" from the postempiricist philosophy of science
perspective.
Whether Mouck's "ultimate irony" goes perhaps too far underlies much of the following
discussion in which the "received view" and its criticisms are outlined.

with integrity.

6

K u h n (1970) rejected the naive falsificationist approach advocated by Popper (1959) but,
according to Lakatos (1970: 177), in doing so K u h n overlooked Popper's "sophisticated
falsificationism". Popper (1959) appears to have left two legacies to the philosophy of
science. First, his simple and straight forward approach to objectivity, and second, his
insistence that a critical approach w a s essential. Popper (1959: 44) stated that "the
objectivity of scientific statements lies in the fact that they can be inter-subjectively tested"
and thus, of course, refuted. In later elaboration he employed the metaphor of the adequacy
of piles supporting a structure to communicate the limits of objective knowledge. H e wrote:
The empirical basis of objective science has thus nothing 'absolute' about it. Science
does not rest on a solid bedrock. The bold structure of its theories arises, as it were,
above a s w a m p . It is like a building erected on piles. The piles are driven d o w n
from above into the swamp, but not d o w n to any natural or 'given' base; and if w e
stop driving the piles deeper, it is not because w e have reached firm ground. W e
simply stop w h e n w e are satisfied that the piles are firm enough to carry the
structure, at least for the time being (Popper, 1959: 111).

Thus Popper distinguishes a basis which is sufficient for the purpose from one which cou
be compared to a bedrock. In a 1972 A d d e n d u m to the above quote, Popper noted that his
term "basis" had ironical overtones: "it is a basis that is not firm" Further, '"[b]asic
statements' are 'test statements': they are, like all language impregnated with theories". The
need for a critical approach was stressed as crucial to "rational discussion''' in which
problems are stated clearly and the solutions proposed are examined "critically" - he
equated the rational attitude with the critical attitude (Popper, 159: 16).

Lakatos (1970) saw himself extending the Popperian approach through his concept of a
research programme, which he described as "an objective, 'third world' reconstruction of
Kuhn's socio-psychological concept of a paradigm", this amendment being sufficient to
avoid Kuhn's strictures. H e regarded Kuhn's view of scientific revolution as essentially
irrational, a matter of " m o b psychology", due to the lack of a rational explanation of h o w
scientists m o v e from one paradigm to another.

Yet the ideas of neither Kuhn nor Lakatos seem to have survived the challenges posed in
the 1960s, and referred to earlier by M o u c k (1989). Following his analysis of "the Received
View" on the structure of scientific theories, Suppe (1977: 115) concluded that "a general
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consensus that the Received View is inadequate n o w seems to hold a m o n g most
philosophers of science" but there is "no general consensus what the source of its
inadequacy is". Suppe (1977) listed nine characteristics which "an adequate analysis of
theories must possess". These are listed shortly. In his Introduction Suppe (1977: 135)
noted that K u h n viewed the evolution of science "as fundamentally discontinuous", and later
in his Afterward, written eight years after the 1969 symposium on the structure of scientific
theories, Suppe (1977: 647) concluded that Kuhn's views "have undergone a sharply
declining influence". H e noted that Lakatos had "simply taken over Popper's argument at
the point where it breaks off" but then Suppe challenged Lakatos's concept of what is
scientifically rational.

The main features of Lakatos (1970) "scientific research

programmes" were the "hard core" of the programme protected from attack by a negative
heuristic - its propositions were to be regarded as irrefutable. Instead, the energy and
ingenuity of the researchers was to be directed at the "protective belt" around the core
which comprises more or less loosely worded auxiliary propositions, or an articulated set
of suggestions on h o w to change or modify these propositions using the positive heuristic.
These propositions are refutable.

Suppe (1977: 709) concluded that the semantic conception of theories is the "only serio
contender" to emerge as a replacement for the Received View. H e outlined at length what
he described as the "final and most sophisticated form" of the Received View which he
attributed to Carnap and Hempel, the main features of which appear to be a "canonical
formulation" of theories with sharp distinctions between thefirst-orderlanguage system of
the theory and the logical calculus reflecting its relationships on the one hand, and between
the "observation terms" and "nonobservation or theoretical terms" on the other hand
(Suppe, 1977: 50-53) 3 . The semantic conception construes theories "as extralinguistic
entities that admit of alternative and even inequivalent linguistic formulations. Structurally
a theory consists of a domain of states of phenomenal or physical systems together with one
or more laws".

3

This represents a simplification and selection of what to emphasise, and is clearly one about which views m a y
differ; an alternative would be to quote the author's discussion in full
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B y including "extralinguistic entities" and "laws" this concept of a theory appears broad
enough to supply a base applicable to accounting. T h e nine points listed by Suppe (1977:
117) for use in the analysis of theories are:
1. T h e analytic-synthetic distinction must not be presumed.
2. N o distinction between direct-observation and nondirect-observation terms m a y
be assumed.
3. Theoretical terms must be construed as being antecedently meaningful, though
their incorporation into a theory m a y alter their meaning to an extent.
4. The meaning of theoretical terms m a y incorporate, or be modified by recourse
to analogies and iconic models.
5. The procedures for correlating theories with phenomena must not all be viewed
as integral components of theories; at least some of them must involve auxiliary
hypotheses and theories.
6. The procedures for correlating theories with phenomena must allow for causal
sequence correlations and for experimental ones; the experimental correlations
must be spelled out in full methodological detail
7. The analysis cannot view the entire content of theories as being axiomatizable
or formalizable.
8. Whatever formalization is involved, must be semantic, not syntactical
9. The analysis of theories must include the evolutionary or developmental aspects
of scientific theorizing, and not limit itself to providing canonical formulations
of theories atfixedstages of development
It should be noted that developments, similar to those in the philosophy of science generally,
have also left their mark in accounting history, discussed later. Before discussing, and
critically evaluating, m y preferred concept of a theory, support for the rationality of the
scientific method from an accounting writer is presented.

Lindsay (1993: 238), in explaining the rationality of the scientific method, emphasises t
"scientific objectivity is closely bound up with the social aspect of the 'scientific method',
with the fact that all statements can be inter-subjectively tested and scrutinised (Popper,
1959: 44)". T h e social aspect refers to agreement amongst the relevant scientific
community of the significance of "facts" and statements, presumably an agreement or
consensus to be worked out within the "discipline matrix" to use an expression of K u h n
(1970), such agreed statements then forming part of Popper's "third world" - the world of
knowledge. T h e three conclusions from his analysis, and some advice for research, are
quoted hereunder:
First, given our understanding of what the scientific method really is - the possession
of a critical attitude - w e should not expect the recent calls for the full scale adoption
9

of qualitative research approaches in accounting in themselves to lead to an
improvement. Such arguments merely substitute one form of argument for another
and thus the justificationist meta-methodology will still remain ...
Second, there is no reason w h y social sciences should not be scientific in m u c h the
same w a y as the physical sciences are. ...
Third, as argued earlier, there is no sign of accounting researchers conducting their
research within the context or meta-methodology of the critical attitude. Thus while
some, including the writer, might find the second conclusion above to be highly
encouraging, this third one is not: 'the absence of a critical attitude a m o n g the
members of a scientific community is a cause of a degeneration into vacuity and
corruption' (Ravetz 1971: 277n; emphasis in original). Consequently, the outlook
for the future, sad to say, appears grim (cf. Campbell 1986: 122).
The first of three suggestions for improvement read as follows (the other two seemed to
largely follow from it):
First, repetition (broadly defined) must be granted the status of a methodological
imperative by researchers, editors and funding agencies (see Campbell 1986). It
cannot be overemphasized that a single study is 'nearly meaningless and useless in
itself (Ravetz 1971: 174,... Abdel Khalik and Ajinkya 1983,...).
It is against the foregoing sketch of the nature of scientific explanation and knowledge

formation that the concept of the theory I have selected for the task should be criticall
assessed. In particular, the nine conditions previously listed from Suppe (1977) will be
explicitly considered whenever they appear to be relevant.

Rudner's (1966) concept of a theory, developed for application in the social sciences, is first
outlined. It bears repeating that the accounting and philosophical context has changed
markedly since I first accepted the relevance of Rudner's theory in the 1960s. Yet the
expression of his theory seems sufficiently broad to accommodate recent developments

Rudner (1966: 10) defined a theory as "a systematically related set of statements, inclu
lawlike generalisations, that is empirically testable". The relationship between the
statements is deductive or logical; and some of the statements, due to their explanatory
predictive power within the theory, are designated as "lawlike". In addition, the theory

should be empirically testable. I take this to mean that at all points where the concepts
statements of the theory relate to reality they should be testable against that reality, and thus
capable of being refuted. In this the lead given by Samuelson (1963), who rejected the
Friedman (1953: 8) view that "the only relevant test of the validity of a hypothesis is
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comparison of the predictions with experience", is being followed.

It will be recalled that the "semantic conception" of theories (Suppe, 1977) provided for
laws, which can be equated with Rudner's lawlike generalisations. Presumably the reference
to "extralinguistic entities" means that the inclusion of such entities in a theory signifies an
existence beyond the language used; that is, a reality additional to the words used to
describe that reality is included. O f course, Rudner intended m u c h more than the three
foregoing points - he too, in addition to Hempel (1966), stressed the notion of an underlying
calculus which required semantical rules for its interpretation. In addition, the distinction
of interpreted

and uninterpreted

elements, which

has similarities with the

observable/nonobservable dichotomy w a s used. Thus care must be employed in navigating
amongst Suppe's (1977) rules, although he did admit that different scientists m a y treat some
as more significant than others. In order that they can be properly considered it is necessary
first to provide additional background.

Early in the twentieth century accountants came to express the relationships of double e
bookkeeping in the form of an equation, namely that assets equal liabilities plus owners'
equity (Sprague, 1907). These three terms came to be accepted as the essential elements
of accounting, and in due course revenue, expenses, dividends or drawings and retained
profits were added as subdivisions of owners' equity. Curiously profit w a s not specifically
identified as an important element, although, of course, it is present through revenue less
expenses. With argumentsrifein the late 1960s over the "one, true" or "best" concept of
profit, a means for selecting the relevant concepts of profit and capital maintenance from the
several candidates w a s needed. B y enabling the elements of the double entry equation to
be formally expressed as a calculus, which then required rules for its interpretation,
Rudner's (1966) approach offered a solution to this selection dilemma.

The conclusion that the information need, or purpose, of the users of financial statement
should be at the centre of the semantical rules of interpretation was quickly reached
Forcing accounting theorists to be self conscious about these choices seemed an advantage
of the approach. However, in framing these rules, it became apparent that they could not
be construed as part of the calculus itself, but must be external to it - hence the need was
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perceived for a set of general postulates linking the calculus to its environment.
Furthermore, it w a s hoped that featuring the double entry equation prominently in the
general system would help to provide a "bridge" to accounting practitioners. But this kind
of axiomatic approach is, apparently, no longer favoured by experts in the philosophy of
science, and, therefore, care must be exercised to ensure that due account is taken of its
limitations.

The extent to which Suppe's characteristics or points (listed on page 8) for an adequate
analysis of theories effect m y theory is n o w considered. N o distinction is assumed between
direct-observation and nondirect-observation terms in the theory (point 2), except that
changes in assets and liabilities have been selected as the primitive terms because of their
greater ease of testability, by being based directly on contracts. A s a derived amount, profit
is not directly observable, nevertheless it enjoys the same status within the theory as the
other elements. Profit could also be construed as a theoretical term, and as such point 3
requires it to be "antecedently meaningful". Accepting that the double entry calculus ( D E C )
is a general system in which the elements have general meaning abstracted from the
application environment means that this condition can be met; thus it is acknowledged that
the D E C is not a true calculus in the sense that it is completely uninterpreted. Continuing
with profit, the latter part of point 3, as well as point 4, seem to be accommodated by profit
being given a specific interpretation w h e n it is the actual object of measurement in relation
to a particular purpose.

Points 5 and 6 concern procedures for "correlating theories with phenomena"; 5 states th
not all of them can be "viewed as integral components of theories ... some of them must
involve auxiliary hypotheses or theories".

M y general postulates provide auxiliary

propositions which lie outside the D E C , and thus conform. Mattessich (1972) described
rules performing a similar function as rules of application. The D E C and the postulates are
cast broadly enough to include the "experimental correlations" of point 6. It is not clear
whether m y interpretation involving current cash equivalents (Chapter 10) could be
classified as experimental - it is within m y theory.

With only the DEC formalised as an axiomatic system, the "entire content" of the theory
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not been formalised, thus satisfying point 7. T h e point 8 requirement that the formalisation
"must be semantic, not syntactical" can be met by accepting that the relationships between
the general terms of the calculus depend on their meaning; and, in addition, that each of the
several interpretations is semantic. However, clearly there are logical relationships a m o n g
the elements which could be described as "syntactical", but, as they derive ultimately from
the meanings of the elements rather than their logical form per se, they can be described as
semantic. Point 9 appears to be met by this discussion, including the background placing
the evolutionary development in a broad context. The "analytic-synthetic distinction" of
point 1 has not been presumed.

I now turn to the perspective of Mattessich on methodology. Ever since I first became
aware of his book Accounting and Analytical Methods (Mattessich, 1964) I have admired
the approach it exemplified. M y main interest here is his concept of "instrumental
hypotheses" and the claim that a different methodology based on "ends-means relationships"
is required for an applied science like accounting. In this context, he has described his
methodology as "conditional-normative accounting methodology ( C o N A M ) " (Mattessich,
1995: 189). There is no disputing that accounting is an applied discipline; it has been m a d e
by people to meet certain purposes; and there is a demand for it.

Yet, interpreted in conjunction with his "onion model of reality", where the "higher lev
envelop ultimate reality", suggests an ordering - an overall grand scheme - in which, for
example, accounting is derived from economics and other disciplines (Mattessich, 1995: 445). His listing distinguishes the four levels: 1) physical-chemical reality, 2) biological reality,
3) psychic reality, and 4) social reality. However, it is far from clear that accounting is an
application of any other discipline or disciplines; certainly accounting theory utilises
economic and legal concepts in its explanation. That is a far cry, however, from the
proposition that statements identifying what should be measured and disclosed in financial
statements can be taken from another discipline. The next section considers the selection of
a "congenial" economic theory to which accounting might relate. The onion analogy does
not appear apt either; h o w are the layers "peeled away" to be regarded? They all reflect
reality, albeit of a different kind. For example, psychic reality, listed ahead of social reality,
has been rejected by Frankel (1949) as a suitable medium for economic reasoning.
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T h e main question, however, relates to the instrumental hypotheses and C o N A M , which
raise the issue of the type of propositions they involve. In general, instrumental propositions
are regarded as not requiring the same level of empirical support (Blackburn, 1996). Their
ontological basis can then be queried. Mattessich (1995: 98) acknowledges the need 'Tor
an empirical determination of the situations under which different capital maintenance bases
are relevant" and claims that "[t]his demonstrates the need for instrumental hypotheses and
their illustration in specific situations". If these "instrumental hypotheses" were simply
regarded as auxiliary propositions needed for a specific interpretation, then the ontological
concerns might be mitigated. In Figure 7.1 Mattessich (1995: 131) portrays the relationship
between theory and reality, distinguishing four different levels, two conceptual and two with
"concrete aggregates". However, by separating observational and non-observational entities
the presentation appears contrary to Suppe's (1977) point 2. Archer (1998: 305) stated that
"it is far from clear h o w Mattessich's 'bridge between structuralism and realism' applies to
accounting". Archer (1998) also criticises Mattessich for apparently not being aware of the
limitations following from a "theory laden" (Suppe, 1977: 152) approach.

Thus another idea of the 1960s found wanting is that the "context of discovery" should b
distinguished from the "context of validation". According to Rudner (1966) science is
concerned about the latter, including h o w knowledge is recognised, but has nothing to say
about the former. Yet theorising is undertaken within a conceptual framework, accepting
the "core values", for example, of a Lakatos (1970) type research programme. However,
accepting that all research takes place within this kind of context, the criticism of Mattessich
(1995) was of another kind - namely, that he should have been aware of the extent to which
accounting standards, largely formulated by accountants, contribute to the creation of
reality. Such a criticism appears to overlook the normative nature of his instrumental
hypotheses.

Information needs and the means for providing relevant information in relation to them
should be testable. The problem of h o w this might be effected appears to be fraught with
difficulty. For example, in the course of their deliberations U K committees on company law
amendment have discussed, amongst other things, the purposes of accounts, can legislation
arising from their reports on the content offinancialstatements then be regarded as
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"adequate support" for statements in those reports? T o answer "yes" is open to the charge
of relying on "authority", or privileged position; while to answer "no" suggests another
means must be sought. Attempting to obtain support for " c o m m o n information needs" of
shareholders through surveys or questionnaires is likely to be problematical.

The selection of the monetary model as an interpretation of the DEC (Chapter 6) is sketc
in order to explain Mattessich's "conditional-normative accounting methodology". The
concept of capital as money capital and profit as monetary profit are selected from the two
c o m m o n information needs of shareholders of m o n e y capital maintenance and stewardship
of m o n e y funds. Interpreting assets and liabilities in similar terms yields three classes of
assets, money,rightsto money, and m o n e y expenditure. Liabilities are simply debts for a
money sum. Other information needs could lead to selection of different concepts of capital
and profit, thence assets and liabilities. Thus, selection of the monetary model as a specific
interpretation of the D E C m a y be described as both "conditional" and "normative"; it is
"conditional" because of the specificfinancialinformation needs of users recognised in the
financial statements; and it is "normative" because of the ideal ends-means relationship
postulated between those information needs, and the measurements reported in financial
statements. This tension between description and prescription varies with the two
interpretations of the D E C considered. Whereas the descriptive content is relatively high
for the monetary model or H C A , it is low for the largely prescriptive C C E s .

Archer (1998: 310) stated that "the problems associated with the attempt to develop a
conceptual framework for 'general purpose financial statements' provide evidence that [this
approach of] Mattessich is correct", and then went on to query w h y his engineering
approach based on selecting "artefacts to meet specific objectives" had not worked in
accounting. H e identified "two essential reasons, which interact to reinforce each other".
First, a lack of consensus over the system's objectives; and second, deficiency of knowledge
of means-end relations. Archer (1998: 311) then raised the issue of objectives and related
value-judgments, claiming that "Mattessich has not effectively taken on board the strictures
of the critical and interpretive theorists regarding positivism (the claim or aspiration to
value-freedom in accounting research)". However, by explicitly identifying the objectives
or information needs to be recognised in a set offinancialstatements, C o N A M ' s disclosures
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appear appropriate. T h e relevance of the particular objectives to society's needs, and
whether there is adequate support for them, can all be debated and any possible "sideeffects" examined. A s already indicated, deciding what is "adequate support" is a complex
empirical matter. Provided Popper's "intersubjective testability" is applicable the value
judgments of individual researchers do not appear relevant.

The "ends-means" relationship, if of a different order, is also complex, depending on th
means (the measurement system selected as relevant) being appropriate in relation to the
ends (the objectives). The relationship should be logical. Obviously, objectives which call
for incompatible measurement bases cannot be met within the one set of financial
statements. Within a community of scholars these issues should be able to debated, and
solutions emerge. However, this research context is not the context in which accounting
standards are formulated. Here Archer (1998: 311; quoting Ravetz [1971]) draws attention
to the influence of "political passions", unleashed no doubt by the potential for income
shifting w h e n accounting standards are introduced or changed. It should be clear that m y
theory is not intended to explain standard setting. Cushing (1989) perhaps has a point in
sheeting h o m e difficulties in accounting theory to the formal development of accounting
standards.

Mattessich's CoNAM may be regarded as redundant simply by casting the ends-means
relationships as hypotheses; an approach he recognises in his "instrumental hypotheses".
Dropping the claim to a special status m a y help eliminate some of the apparent confusion
with respect to his underlying ontological and epistemological assumptions. Admittedly, a
normative aspect is present w h e n n e w accounting systems are proposed in relation to
particular objectives. Nevertheless, the scientific community should be able to critically
evaluate the particular objectives, and decide whether "adequate support" existed to justify
their implementation.

In summary, I have adapted and broadened Rudner's (1966) concept of a theory to take
account of the criticisms of "the received view". In particular, the nine characteristics for
the analysis of theories have been considered (Suppe, 1977). Furthermore, it was shown
that the semantic conception of a theory, Suppe's suggested candidate for a replacement of
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the received view, appeared able to accommodate real entities (as opposed to solely
linguistic ones) and generalisations. Whether the relationships of the double entry equation,
spelt out formally in the D E C , are too "canonical" m a y be questioned; they are, however,
capable of semantic interpretation. Perhaps the double entry equation could be regarded as
the "hard core" or negative heuristic of a "research programme" (Lakatos, 1970) with
auxiliary propositions of the ends-means kind providing the "protective belt" of the positive
heuristic. A case was m a d e for retaining the formal expression of the double entry equation
Here Lindsay's advice to replicate studies could provide a basis for reviewing regularly, at
least once each generation, the auxiliary propositions providing interpretations of the
accounting system as a check on their continuing relevance.

My overall approach could be classified as "postulational". Researchers using the
postulational approach have a foundationalist epistemology, meaning that their concept of
knowledge is based on secure or certain foundations, to be found in experience or reason
or s o m e combination of them (Gaffikin, 1988). In addition, Gaffikin (1988) places the
postulational theorists in the rationalist school. Yet, as the discussion of economic concepts
in the next part shows, the assumptions of perfect competition including profit and utility
maximising behaviour need to be modified to allow for imperfect competition and future
uncertainty if accounting is to have a role. However, this modified structure still has a
certain set of expectations or assumptions that, presumably, can be viewed as being located
in a n e w set of rational expectations, and thus conform to the classification. Nevertheless,
it is one which is also intended to conform with experience. The developments in the
philosophy of science generally have also had their impact on accounting history which is
n o w considered.

The "older view" of accounting history has been characterised as an excessive concern for
"the facts" - facts which are able to be discerned and interpreted objectively by the historian.
The development of accounting over time was seen as a process of continuing improvement,
wherein m u c h attention w a s paid to the first occurrence of a n e w technique, and thence
improvements in it. Indeed, by implication at least, the process of improvement in
accounting w a s located within the bigger picture of economic progress. In this sense
accounting's development could be portrayed as evolutionary. A n d given that the industrial
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revolution represented a marked increase in both the scale and volume of economic activity,
and that the increase in economic activity demanded extensions to accounting as previously
practised, improvements in a system initially used for simpler purposes did result. The
evolutionary portrayal w a sridiculedas "accounting Darwinism" ( S A T T A , 1977: 9). Yet
there is m u c h more to this simple picture, particularly w h e n considered in a wider social
context. It is these broader issues using a plurality of methodologies that the "new"
accounting history seeks to engage.

The "old" and the "new" accounting history are briefly sketched, a suggestion for tolera
and appreciation of the strength of each is noted, together with h o w this might be achieved
by the acceptance of the central role of discourse. Then h o w critical support for the
monetary model can be gleaned from history is considered

The main components of the "old" accounting have been summarised to include:
a commitment to the reality of the past, and to historical truth as correspondence to
that reality; a sharp separation between knower and known, as well as between facts
and values, history and fiction; a notion that historical facts are prior to and
independent of interpretation; and a view that historical truth is unitary rather than
perspectival (Miller and others, 1991: 686).
These authors describe recent developments in accounting history in the following terms:
There has been a proliferation of methodologies, a questioning of received notions
such as progress and evolution, a widening scope, a n e w attentiveness to the
language and rationales that give significance to accounting practices, and a shift
away from the invariant characters such as the bookkeeper and decision-maker
towards a concern with broader transformations in accounting knowledge. N e w
ways of posing questions about accounting's past have become possible as a result
Taken together, these interrelated shifts are of such an order as to entitle us to speak
of "the n e w accounting history" (Miller and others, 1991: 684)
N o doubt there would be accounting historians from the past w h o would have applied some
of the values and attitudes from the more recent approach.

Nevertheless, with the

philosophical differences between the two approaches being emphasised, the prospect of
deepening divisions between the two groups loomed. Funnell (1996: 38) argued "that there
can be sufficient c o m m o n ground [between the "new" and "old" accounting history] to bind
the accounting history discipline" [insert added]. H e promoted the role of "narrativity" for
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this task, elaborating both traditional historical narrative and the counternarrative more
likely to feature in the n e w history in a later article (Funnell, 1998). The significance of the
n e w approach is well summarised by Funnell (1996: 58) as follows:
The days are long gone w h e n one could refer to accounting history in some sort of
generic and all-encompassing sense: there are n o w m a n y directions which
accounting history can take in content, epistemology and methods. At the same
time, enthusiasm for the " n e w " should be tempered with an appreciation for its
antecedents. In the face of the attractive newness and zealotry of the n e w
accounting historians, let us not allow the deficiencies and relative myopia of the
accounting history of the past to blind us to its value. Accounting historians of all
persuasions should be open to alternative interpretations and not accept that one
method of inquiry and explanation is the only source of insights and can disclose all
the answers. Only by accepting the value of a number of approaches can accounting
historians go some w a y to ensuring that their discipline does not retire into
dogmatism and intradisciplinary intolerance

The qualitative method used in my historical analysis in Chapters 8 and 9 evaluating su
for the monetary concepts is formally referred to as "content analysis" (Berg, 1998). A
similar method of analysis appears to have been successfully employed by McWalters
(1998). In this case the author developed a general accounting model based on 12 selected
attributes against which accounting thought, practice and legislation were assessed. The
correspondence with the meaning of the main concepts of the monetary model of accounting
historians, or theorists descriptions of accounting practice, or their explanations for actual
practice, or of what "ought to be", is examined. The written materials relevant include laws
of parliament, parliamentary reports and debates, case law, textbooks, statutes and journal
articles. The evaluation is carried out by comparing the views of the particular writer,
organisation or law to the main concepts of the monetary model. Support m a y range from
simply affirming the cost basis to an explanation covering all substantive concepts and rules
for recording assets and liabilities, and for measurement of periodic monetary profit.
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The main concepts and rules selected for this purpose, and their monetary interpretation,
are:
Concept or rule Monetary model interpretation
Capital
Profit
Assets

Liabilities
Revenue
Expenses
Depreciation or amortisation
Recoverable amount rule

Information needs

money capital
monetary profit
money,
rights to money (monetary assets), and
money expenditure (non-monetary assets)
obligations to pay a money sum (debts)
monetary revenue (external sale, realisation)
monetary cost of economic services used or expired
allocation of the money cost over the periods of
benefit (i.e., attribution)
inventories - lower of cost and market ride
other non-monetary assets - lower of cost, written
down cost, or recoverable amount
money capital maintenance, and
stewardship of money funds.

The next part considers whether there is an economic theory which provides a fitting c
for the explanation of externalfinancialreporting

Economic concepts utilised

The purpose of this part is, first, to outline a relevant and realistic economic settin
explanation of externalfinancialreporting; and second, to provide an overview or summary
of microeconomics against which the arguments of accounting theorists w h o rely on
economic theory may be assessed. If financial statements are an important part of the
institutional arrangements for assisting in the maintenance of an efficient and stable securities

market, then they should be able to be explained in a relevant and current economic con
D u e to the c o m m o n interest of accounting and economics in economic resources but their
lack of shared concepts, Boulding (1977) characterised accounting and economics as the
"uncongenial twins", a state of affairs which persists.

The second purpose, however, will depend on the particular economic theory relied on by

an accounting theorist. Some accounting theorists, Sterling (1970) and Beaver and Demsk

(1979) for example, argue that in an ideal world accounting would simply be an applicat
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of economic concepts. Others, like Edwards (1950), Solomons (1961) and also Beaver
(1981), emphasise as the ideal concept of accounting profit the concept of personalindividual income based on capitalisation of expectations that has c o m e to be identified with
the exposition of Hicks (1946). The conventional view of historical cost accounting
(Gilman, 1939; Paton and Littleton, 1940; M a y , 1943, for example) bears little resemblance
to the microeconomic theory of the firm. The distinguishing features of conventional
financial accounting are that it is based on a historical record m a d e up from past
transactions; that the record is cumulative in that each period adopts as its starting position
the legacy from the previous one. The historical amounts reported on the balance sheet
reflect assumptions about continuity of the business, and the recoverability of the remaining
costs invested in assets. Future uncertainty looms large over the whole process of
measurement. M o n e y - the domestic currency - is the unit of account.

There is, however, no secret about the reasons for this divergence in views: in seeking
explain human behaviour in economising, the micro economist is concerned solely with the
future, and "bygones are forever bygones" (Jevons, 1883). The aforementioned accountants
on the other hand were seeking to explain the measurement of profit and capital
maintenance for a past period, a fundamentally different perspective. Yet, in spite of this,
their approach continues to be challenged by many accounting theorists. Hence the main
purpose is to ascertain whether there is a relevant school of thought in economics capable
of a more congenial relationship withfinancialaccounting.

Neoclassical economic theory is first outlined and the reasons for its irrelevance to f
accounting demonstrated. Whether modifications are able to m a k e it more palatable are
then examined. This leads to an updated theory of the firm reflecting developments in
agency theory, transaction costs and property rights. A bridge to macroeconomics
constructed from the views of Hicks and Keynes and their development by later writers is
then explored. Thus several propositions of the Post Keynesian school which are directly
relevant to accounting are highhghted.

Neoclassical theory continues to provide the central theory of economics (Demsetz, 1995)
Individuals are assumed to act rationally to maximise their utility, and firms to maximise
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their profits or owner's wealth. Thus they act consistently in their o w n self-interest
Consumer tastes and technology are treated as givens. Each household has an assumed
endowment (of leisure time, and income, including profits from the firm). Perfect
competition is assumed. The usual assumptions of perfectly competitive markets are that:
the supply of factors tofirms,and each product produced byfirms,is homogeneous, and
thus no advantage is to be gained from dealing with a particular customer or supplier; both
firms and consumers are numerous, so that sales or purchases of each individual factor or
product are small in relation to the aggregate volume of transactions; both firms and
consumers possess perfect information about the prevailing price and current bids; entry into
and exit from the market isfreefor both firms and consumers, and there are no transactions
costs; and every opportunity is taken by firms to maximise profits, and by consumers to
maximise utility (summarised from Henderson and Quandt, 1958: 86 and 107).

Clower (1969) attributes to Walras the artifact of an auctioneer and bidding, and re-bi
if necessary, to set the prices necessary to "clear" the market. Hicks (1977) however,
drawing on Marshall's role for the merchant, prefers the title of "independent functionary"
for setting prices to clear the markets. In any event, no stocks are held at the close of
trading, nor is money needed for settlement.

In order to present the neoclassical model in an axiomatic format (Debreu, 1959: 38)
extended its assumptions as follows. A product or good can be distinguished by: physical
attribute; location; date of delivery; and the state of nature. Thus a different delivery date
for the same good in effect means a different good, the price for which, similar to a forward
contract, can incorporate interest. Thus interest is not needed as a separate element. Each
agent has an account through which trading is conducted but as no balances are
accumulated, money is not needed. A market exists for all goods, and each has a price. The
certainty assumption is extensive, providing that every producer knows future production
possibilities, and similarly, all consumers k n o w future consumption possibilities. Further,
certainty implies that the producer "knows n o w what input-output combinations will be
possible in the future (although he m a y not k n o w n o w the details of the technical processes
that will m a k e them possible)". Further assumptions are that there are no economies of
scale, and consumer preferences are non-convex. Debreu (1959) also recognised the need
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for the institution of private property.

The weaknesses of the model of the firm of neoclassical theory are n o w considered. Most
notably the model does not explain the existence of thefirm,nor its internal organisation.
The neoclassical model assumed, in effect, that the organisation of production w a s costless.
The effort in seeking out markets, and negotiating contracts were not explicitly considered.
N o r were agency costs considered. Thus the neoclassical firm can be viewed as a "black
box" (Jensen and Meckling, 1976: 306), simplistically deciding the equilibrium output at the
given prices. Its assumptions clearly placed it outside the actual business world in which
accounting is practised. Thus, whatever its benefits for economic analysis, it has nothing
to offer on the role of accounting. The question then arises of whether neoclassical theory
can be modified in a w a y in which does relate it to accounting.

This theory has been placed in a fuller institutional setting giving explicit recognitio
agency costs and ownershiprights,with the relationship of both to contracts providing a link
to macroeconomic theory. Contracts are the means by which propertyrightsare changed;
money provides both the means for expression of the consideration in the contract and for
the settlement of the contract. O n execution, the contract provides the transaction, central
to recording in accounting.

Money, particularly as a store of value, is another casualty of the neoclassical world.
According to Davidson (1972: 141), "[i]n the absence of uncertainty, neoclassical theory
had no room for the store of value function in its definition of money; nor would money play
any more important role than peanuts." Indeed, the position m a y well be worse - at least
peanuts can be eaten. Keynes (1937)ridiculedthe idea of holding money in a world of
perfect markets and future certainty, emphasising that it has no function to perform as a
store of wealth. However, as Keynes went on to elaborate, money has a central role in the
world of uncertainty that transcends its several functions. This role is to link the present to
the future through contracts denominated in money.

Coase (1976) believed that Adam Smith (1776) saw the necessity for the government to
establish a system of property rights. His o w n research (Coase, 1937, 1960) pointed to the
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existence of transactions costs to explain the existence of the firm, and of externalities
M a n y others have built on this work. Furubotn and Pejovich (1972) provide a full review
of the relevant literature. These authors emphasise that property rights refer not to
relationships between people and things, but rather "the sanctioned behavioural relations
among m e n that arise from the existence of things and pertain to their use". They define the
prevailing system of propertyrights"as the set of economic and social relations defining the
position of each individual with respect to the utilization of scarce resources" (Furubotn and
Pejovich, 1972: 1139), and claim agreement on this definition from R o m a n law, c o m m o n
law, M a r x and Engels and current legal and economic studies. The explicit recognition of
these institutional factors acknowledges the role of law in economics.

Building on the work of Coase (1937), Demsetz (1988) has demonstrated that in the case
of externalities, even if transaction costs are zero, ownership affects w h o benefits. H e sees
propertyrightsas "an instrument of society" with the owner possessing
the consent of fellow m e n to allow him to act in particular ways ... property rights
convey therightto benefit or harm oneself or others ... and w h o must pay w h o m to
modify actions ... lead[ing] easily to the close relationship between property rights
and externalities. A primary function of propertyrightsis that of guiding incentives
to achieve a greater internalisation of externalities (Demsetz, 1988: 104-5)
He regarded perfect decentralisation as a more apt description than perfect competition,
and more recently advanced "specialization theory" to explain the existence offirms.This
theory holds that:

firms exist because producing for others, as compared to self-sufficiency, is
efficient; this efficiency is due to economies of scale, to specialised activity, and
the prevalence of low, not high, transaction costs (Demsetz, 1995: 11)
His theory explains the existence of thefirmin neoclassical theory as well as in practice, and
appeals as a more apt explanation than the "managed coordination" of agency theory. It is
also worth noting that accepting this explanation places the motivation for maximising
utility, including profit from thefirm,in the household. Demsetz (1995: 12) argues that the
owner-manager, necessary in the real world, is not needed in neoclassical theory, the firm
merely being "a verbal convenience ... standing in for a description of specialized production
for others ... need[ing] fully informed owners of inputs w h o respond to relevant prices"
Omission of a capital goods sector is another weakness of recognition of only two types of
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economic units, the household and the firm (Keen, 2001). However, although providing an
explanation for the existence of the firm, there w a s nothing in the Demsetz (1995)
improvements to m a k e neoclassical economics amenable to accounting. The institutional
arrangements governing propertyrightsare n o w examined for links to accounting.

Essentially contracts denote changes in property rights, and set out the terms for their
performance and settlement. Their settlement presupposes institutional arrangements for
enforcement. Here again the role of money as a standard of deferred payments is crucial,
exemplifying Keynes (1930: 3) general concept of money as "money-of-account". H e also
stressed the function to be served by m o n e y as a "buffer", standing between our investment
decisions and the prospect of loss due to future uncertainty. "Our desire to hold money as
a store of wealth is a barometer of the degree of our distrust of our o w n calculations and
conventions concerning the future ... the possession of actual money lulls our disquietude"
(Keynes, 1937; quoted by Davidson, 1972: 142).

The impact of future uncertainty on decision making warrants clarification. First, there
what may be referred to as the normal type of businessriskassociated with using assets like
plant, machinery and equipment which have a life extending beyond the conventional
reporting year. Part of thisriskrelates to assessing the period over which the asset will
benefit the business. Even where the business has experience in the use of similar assets, the
pattern might not be repeated with the current asset. A statistical approach using
probabilities m a y yield improved cost allocations. Then there is theriskof loss of the asset
through fire or theft. The thing that theseriskshave in c o m m o n is that the probability of
their occurrence can be calculated with reasonable assurance; hence they are insurable.
Knight (1921: 20) referred to this kind ofriskas "measurablerisk",likening it to a gamble
with a "known chance". Roberts (1979: 6) also classified this restricted kind of uncertainty
as "risk".

However, Knight (1921) distinguished this measurable risk sharply from the type of
uncertainty where probabilities are unable to be calculated for the possible outcomes,
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describing it as "unmeasurable uncertainty" and "true uncertainty"4. With this uncertainty
virtually impossible to predict, the consequences for decision making are stark. Whereas
risk can be incorporated in theory using state contingent variables (Debreu, 1959),
uncertainty is altogether different, being completely unpredictable. Natural disasters, riots
and wars come within this category. For example, w h o could have predicted the relatively
recent cases of Auckland without power, Melbourne without gas and Sydney without
water?

Agency theory is now considered. This theory, although developed independently of the
propertyrightsliterature, is complementary to it because of the central role of contracts
(Jensen and Meckling, 1976). Agency theory portrays the firm as a nexus of contracts, and
rightly draws attention to the problems faced by shareholders, the nominal owners of a
company, in effectively constraining the manager appointed to manage the company's
resources for their benefit. Opportunities are available to the manager for consumption of
non-pecuniary goods, for example, excessive perquisites of office, growth for its o w n sake
and shirking. Thus the shareholders, the principals, will be motivated to monitor the
behaviour of managers to limit this type of consumption which m a y be completely rational
from the manager's perspective. Moreover, the principals m a y offer incentives to motivate
the manager to align behaviour with maximisation of firm value

It m a y also pay the

manager as agent to enter into bonding agreements with shareholders, and debt holders
The resultant contracts and their monitoring will increase transaction costs

However,

although firm value will be less than what it would have been without these costs, the
contracts entered into can be entirely rational from the perspective of both principal and
agent and therefore the costs incurred, like other costs of production, can be viewed as
efficient.

A company with a more widely diffused shareholding might be expected to be more
vulnerable to wasteful expenditure. However, the market imposes several constraints on

In the 1933 Preface to the Re-issue, Knight (1921: xvi) stated that"... I still find a fundamental significance
in the analysis of uncertainty in the essay, and a m puzzled at the insistence of m a n y writers on treating the
uncertainty of result in choice as if it were a gamble on a k n o w n mathematical chance ..."
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managerial inefficiency. First, the shareholders' right to sell their shares in effect limits the
power of managers; second, the managers are paid to increase wealth and the present value
of managers' earnings are strongly correlated with past and present performance; and third,
real competition exists a m o n g managers. In addition, they have incentives to eliminate
inefficient behaviour by employees of the firm (Furubotn and Pejovich, 1972). While these
developments in agency theory identify a need forfinancialstatements for monitoring the
contracts entered into between the principals and their agent, they do not appear to have had
an impact on the economic theory of the firm. Thus it is to macroeconomics that the search
for a "congenial twin" n o w turns. This is introduced by a quick review of an attempted
synthesis of microeconomics and macroeconomics for any light it might shed on the issue

According to Bell and Kristol (1981: viii-ix)
The "grand neoclassical synthesis" had sought to integrate microeconomics - as
reformulated in a n e w "general equilibrium" theory by Kenneth Arrow and Frank
Hahn - with the reformulation of Keynes's macroeconomics (involving the savinginvestment relation and the demand for money) by Sir John Hicks. From this
synthesis came the policy conclusions of Paul Samuelson on h o w fiscal and
monetary policy could join to maintain both full employment and economic growth

The apparent failure of these policy prescriptions, and the attacks (by friends and foe
of the neo Keynesian school) on the theory, lie outside the purpose of this thesis. Rather,
the stage w a s set for outlining the general theory of equilibrium, and demonstrating the
conditions for Pareto optimality. This theory was formalised by Arrow and Debreu (1954)
and Debreu (1959), and this explanation draws on both the latter, and Hahn's (1981)
summary.

Equilibrium in an economy occurs when the independently taken decisions of households
and firms interact to produce a set of prices maximising profits of firms and utility of
households. It is described as Pareto efficient w h e n no reallocation is possible without
making at least one household worse off. H a h n (1981) noted that this general equilibrium
model has no role for entrepreneurs; it does not pose any monetary questions; it cannot
explain a market in shares (because of the definition of goods); and it cannot take account
of certain types of uncertainty. It also abstracts from imperfect competition, as well as time
as a past (irreversible) and future continuum. O n this he wrote "[t]he assumption that all
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inter-temporal and all contingent markets exist has the effect of collapsing the future into
the present". Again, the conclusion is reached that in this world of perfect information
external financial reporting would be redundant.

Davidson (1981) claimed that two casualties of the grand neoclassical synthesis were that
the Keynesian revolution w a s aborted before it could take root, and that reformulating
Keynes' concepts in general equilibrium terms emasculated the theory by removing his terms
from their original reference to the historical process. H e emphasised that Keynes was a
"firm believer" in the importance of money, and went on to state that the characteristics of the historical and humanistic models employed by Post Keynesians
m a y be summarised in the following three propositions:
1.
The economy is a process in historical time.
2.
In a world where uncertainty and surprises are unavoidable, expectations
have an unavoidable and significant effect on economic outcomes.
3.
Economic and political institutions are not negligible and, in fact, play an
extremely important role in determining real-world economic outcomes
(Davidson, 1981: 158-160).

He concluded that these "notions ... [of] historical time, uncertainty, expectations, pol
and economic institutions (especially m o n e y and forward contracts) represent fundamental
characteristics of the world w e inhabit - the real world". This reflects a macroeconomic
world which explicitly recognises concepts of significance to externalfinancialreporting, for
example, money, uncertainty, past time periods and property rights.

In addition, Hicks (1977) has also contributed to these policy developments. First, writi
on the theory of the firm he acknowledged that it w a s mistaken of him to view "the week"
(which he likened to Keynes' short period) as an independent entity for which equilibrium
was achieved using essentially static analysis. Each week has a past, and a future based on
expectations, and to ignore them resulted in "a nonsense". A n d h o w was his week to be
m a d e dynamic? B y transactions, thus providing a direct link to accounting. Presumably,
the accountant's balance sheet would provide the link with the past. This interpretation
appears to be supported by his earlier description of the productive process ex-post as the
set of relations "that underlies the actual achievement, such as is recorded in 'historical'
accounts" (Hicks, 1973: 15). H e went on to discuss h o w some of his notions could lead to
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a growth model that would be acceptable to Keynes if he too had not lapsed back into
statics in his short period. This w o r k appears to be in the same direction as the Post
Keynesian school.

In the course of this discussion Hicks (1977: xv) rejected the

"neoclassical production function theory" and the notion that "steady state theory" can apply
to the "real world".

In summary, Post Keynesian economics appears to provide the "congenial twin" to financial
accounting. T h e Unking of concepts from microeconomics and macroeconomics by Hicks
(1977) offers support for the Post Keynesian school. Furthermore, the neoclassical theory
of the firm extended by Coase (1937) and his disciples recognises the significance of
property rights, which are utilised in the thesis to interpret the accounting elements,
particularly owners' equity. Propertyrightsare evidenced and changed through contracts,
and it is assumed that the institutional framework includes mechanisms for their
enforcement.

In preparing financial statements for past periods and time points, future uncertainty i
reality to be faced in accounting for individual entities. Here again there appears to be some
c o m m o n ground with the macroeconomics of the Post Keynesian school. In a world of
future uncertainty, m o n e y is regarded as having a central role since it is used to quantify
rights and obligations under a contract. A s the standard for settlement of debts it links the
present and the future. It is argued later that so long as it continues to be accepted by the
community for these functions, it can be accepted for the associated function of fulfilling the
role as the unit of account. Thus, the "shared concepts" betweenfinancialaccounting and
economics emphasised here are ownershiprights(presupposing a system of private property
rights and procedures for their enforcement), contracts, the role of money and future
uncertainty.
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Organisation of the thesis

The thesis is organised as follows. The first four chapters provide background and tools to
be used in the analysis, particularly from measurement theory and on the functions of money.
Thus these chapters prepare the w a y for the explanation of the double entry calculus.
Chapter 2 explains the main concepts from measurement theory, and provides an overview
of several applications tofinancialaccounting. Those of Salvary (1985, 1992, 1997) and
Willett (1987, 1988) are particularly relevant to m y thesis. I have concentrated on
identifying the qualitative, empirical property needed to confer meaning on the primitives
of the double entry system for the purpose of periodic profit measurement

Because of the apparent durability and persistence of the concept of economic income, an
the related idea of capitalisation of future net cash flows, Chapter 3 argues, once again, that
these concepts have no relevance to measurement of profit for a past period, nor are they
relevant to maintenance of a past sum of paid in capital. Related issues such as "present
value depreciation", and whether under perfect competition present value m a y be taken as
a surrogate for replacement cost are also considered. The continuing influence of economic
concepts on the development of profit concepts is traced.

Chapter 4 considers the several functions of money. In particular, its role as the unit
account is explored. B y discriminating carefully between its functions, a means is suggested
for reconciling apparently opposing points of view as the unit of account and as a store of
value. T h e role of m o n e y in contracts, and for the settlement of debts, outlined in this
chapter is central to its function as the unit of account. Confusion over the dimension of the
unit of measure is clarified. The validity of purchasing power as a unit of measure is the
final issue analysed in this chapter.

The development of the formal system is explained in Chapters 5 and 6. Chapter 5 sets ou
the D E C using simple algebra. Central to this explanation is the method by which meaning
is conferred on the primitive terms, changes in assets and liabilities, from the concept of
property rights. The general postulates perform the function of linking accounting users'
information needs to the actual measurements employed in accounts. Propertyrightsare
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discussed at some length because of their significance in estabhshing the qualitative,
empirical property called for by measurement theory.

The monetary interpretation of the DEC is my explanation of the historical cost system
consistently applied. Chapter 6 commences this explanation by sketching the concepts of
capital and profit - m o n e y capital and monetary profit - before embarking on a formal
explanation. It is crucial to establish the relationship between information needs of users and
measurement in financial accounting. In addition, a method suggested by Mattessich (1995)
for achieving this purpose is demonstrated. The main rules for measurement of periodic
profit, and assets and liabilities are summarised. A simple example of their application to
a terminated and continuing enterprise demonstrates their applicability.

Historical interpretation poses its own special challenge: how can one hope to appreciat
fully, or sufficiently for the particular purpose, the true intent or meaning of words and
actions dating back a century and one-half?

Nevertheless, present practice can be

illuminated by an understanding of what has gone before. In an historical sense there is
some overlap in several chapters; for example, the discussion in Chapter 4 of the functions
of money, and in Chapter 5 of capital and ownershiprights,have an historical dimension
Chapter 7 commences the historical review by evaluating a particularly contentious issue,
namely, the charge by T h o m a s (1969, 1974) that financial accounting's allocations are
inherently arbitrary, to such an extent that they are incorrigible. Rebuttal commences by
adopting a reasonable interpretation of arbitrary and then proceeding to identify future
uncertainty as the reason w h y the amounts shown in thefinancialstatements of continuing
entities can never befinalor certain. The role of contracts, time and social reality also have
significance for this issue.

Chapters 8 and 9 review historical developments in the UK and US for support of the
monetary concepts. T h e time period to be covered in the U K is from the advent of the
industrial revolution to about the time Britain entered the European Union. Developments
in company law, commencing with the 1844 Joint Stock Companies Act, are at the heart of
the analysis and extend to the enactment of recommendations on company accounts of the
1962 Jenkins Committee. In the U S the review commences with the early textbook writers
31

(Folsom, Sprague and Canning). Partly due to the importance accorded education, and
partly due to it being thefirstaccounting association to issue a statement on accounting
principles, the American Accounting Association exercised considerable influence. Views
from practice, especially M a y and Gilman, balance this picture.

The application of the DEC to another set of compatible information needs yielding
measurement of current cash equivalents is outlined in Chapter 10. C C E s are first defined
Salient features from the debate on numerosity are reviewed, with an explanation for
reconciling different interpretations being offered. However, it appears unlikely that
numerosity alone can be used to justify the measurement of the C C E s of an enterprise's
assets and liabilities. Consideration then turns to finding justification in an appropriate
interpretation of the D E C . Three information needs are initially accepted as relevant for this
purpose. Whether C C E s are fundamental or derived measurements appears significant. The
Vickrey conditions discussed in Chapter 2 provide a useful benchmark here. A n d a solution
is suggested to an "anomaly" raised by Chambers (1980) in a survey of professional and
business opinion. The example used in Chapter 6 is drawn on to show that it is a simple
matter to calculate a C C E income amount from a schedule of assets and liabilities disclosing
their C C E s .

Chapter 11 draws together the study, emphasising the central role played in the monetary
interpretation of the D E C by propertyrights,contracts and money. Attention is drawn to
complementary research, and the limitations of the study are noted. Concluding comments
stress the need, if H C A is to be continued, for each generation of accounting researchers to
evaluate it afresh.
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Chapter 2

T h e application of measurement theory to financial accounting

Measurement theory criteria

The British Association for the Advancement of Science set in train a process for the r
of measurement theory in 1932 w h e n a committee was appointed to report upon the
possibility o f " 'quantitative estimates of sensory events', meaning simply: Is it possible to
measure h u m a n sensation?" (Stevens, 1946: 677). This question posed a challenge to the
accepted, scientific view of measurement centred on physics. Lack of agreement persisted
when the committee presented its Final Report in 1940. According to Stevens (1946) his
oft quoted definition of measurement as "the assignment of numerals to objects or events
according to rules" w a s paraphrased from the definition of N R Campbell contained in the
Final Report, a point apparently not appreciated by some accounting writers (Sterling, 1970:
70; Godfrey and others, 1997: 41) w h o have criticised its broadness. However, a more
generous conclusion is suggested when his definition is evaluated in the context of his 1946
article, which spelt out the means for distinguishing the several scales by the purpose of the
measurement.

Indeed, accounting is probably indebted to Stevens for his efforts in having the concep
measurement broadened so that it can include the social relations relevant to accounting
Stevens' (1946) direct interest was in psychophysics. The scales he identified were the
nominal, ordinal, interval and ratio scales, the last being the scale of significance to
accounting. Stevens (1946) stipulated the four relations - equality, rank order, equality of
intervals, and equality of ratios with an absolute zero implied - applicable to the ratio scale.
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The early work on measurement of Campbell (1938) 1 and Stevens (1946) was extended by
Suppes and Zinnes (1965) and Krantz and others (1971). These writers have been drawn
on by both Vickrey (1970) and Willett (1987,1988), and are also used in this analysis. The
application of measurement theory requires selection of a means for ordering and combining
the things being measured; this is referred to as an empirical relational structure, which must
satisfy certain laws or theorems. Thus, the empirical relation system should establish an
ordering relation amongst the property of relevance of the objects being measured, and
provide for their concatenation (Krantz and others, 1971: 5; Luce and Krumhansl, 1988: 9).
The search for this "property of relevance" in accounting measurement is a central task of
this thesis.

The measurement theory concepts are first sketched, and then Vickrey's attempted
application of them to accounting is reviewed for a number of reasons. First, because of the
light shed on his reasons for rejecting historical cost accounting, second, for the
measurement conditions he proposed; and third, because of the debate sparked on questions
regarding the ratio scale, for example, whether it can have both extensive and intensive
applications in accounting. The economic perspective provided by Beaver and Demski
(1979) is next examined using fundamental measurement, followed by that of Salvary
(1985, 1992, 1997), an advocate of recoverable cost as the property warranting
measurement.

Finally Willett's (1987, 1988) application of measurement theory to

accounting is outlined. His model is significant, particularly as it meets the formal
measurement theory criteria and applies the axiomatic form of presentation rigorously.

A s a physicist, Campbell could not be expected to provide advice on accounting measurement. However,
two references were noted to the use of market values. The first arose in a basic discussion of properties that
might be measurable, Campbell (1957:268) writing that beauty, the last property of several to be considered,
"certainly cannot be measured, unless w e accept the view that is so widely current that beauty is determined
by the market value." Further, "it could only become a matter for scientific investigation if a relation could
be established between it and some property, such as price, concerning which agreement can be obtained."
The second reference followed a similar discourse in which Campbell (1938: 135-6) commented that he
knew of "only one thing outside the range of physics and equally clearly measurable. That is money value.
O n its measurement m u c h of the science of economics depends; but it is so closely related to the
measurement of number and of the other physical magnitudes widely used in commerce (weight volume,
etc.), that it does not suggest any new questions of philosophical importance." Perhaps a missed opportunity
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T w o fundamental theorems from measurement theory that must be satisfied are the
representation theorem and the uniqueness theorems. The representation theorems in
essence justify the logic of the basic operation with the measurements. Addition is an
example of a commonly assumed attribute for many accounting numbers. However, before
such justification can begin the empirical property to be measured must be identified, and
the conditions under which it is additive must be stated. The uniqueness theorem shows
h o w a particular numerical scale can be converted into another numerical scale by
multiplication by a constant which preserves the integrity of the underlying empirical
measurements. This theorem is needed to justify use of the ratio scale.

According to Krantz and others (1971: 71)
Generally speaking, a theory of extensive measurement is a set of assumptions, or
axioms, formulated in terms of an ordering relation £ (of objects with respect to
some property) and a concatenation operation o (between objects) that permit the
construction of a scale ,» satisfying
(i)
a^b\S\(a)>k(b),
(ii)
Ha ob)= Hfl) + • (h).
As Luce and Krumhansl (1988: 9-10) explain in elaborating this approach:
if s is a weak order, if o is weakly associative, and if both positivity and
monotonicity hold (together with some more technical assumptions, such as
solvability and the Archimedean axioms, which w e need not go into here), then there
is a mapping «r of A [a nonempty set of empirical measurements] into the positive
real numbers that preserves the order relation £ and is such that the concatenation
operation o in A corresponds to addition in the real numbers. ... Any qualitative
structure that has a representation with these two properties is called an extensive
structure.
The answer to the question of uniqueness is n o w most satisfactory. The
representation is unique to the extent that any other representation that preserves the
order and makes the concatenation operation into addition is related to thefirstby
a positive multiplicative constant. That is, if • and f are two representations, then
it must be the case that f(a) = kk (a) for all a in A, where k is some positive number
Families of representations that have the property of being unique up to a
multiphcative constant are called ratio scales. ... (For a more detailed discussion of
extensive measurement, see Sec. 3.1, 3.4, 3.6 of Krantz et al.,1971, or Sec.3.6 of
Roberts, 1979).

A procedure for mapping from the empirical relation system to the numerical relation s
is thus provided.

Further, another significant aspect of measurement emphasised by Krantz and others (19

35

13) in the following quotation is that the selection of the empirical property or properties
is dependent on these qualitative empirical laws.
W h a t is invariant, and so is not a matter of convention, is the empirical
relational structure and its empirical properties, some of which are
formulated as axioms. A set of axioms leading to representation and
uniqueness theorems of fundamental measurement m a y be regarded as a set
of qualitative (that is, nonnumerical) empirical laws. In some cases, as in the
measurement of length, these laws are rather trivial, i.e., not intrinsically very
interesting. In other contexts, the axioms can be quite interesting and
nonobvious. In such cases, the development of measurement scales is
closely linked to the formulation and testing of appropriate qualitative laws.
Willett (1987, 1988) has demonstrated h o w these qualitative, empirical laws can be applied
to accounting. M y motivation is identify a qualitative, empirical property (the "property of
relevance") that can provide the basic support for measurement of periodic profit and capital
maintenance under the H C A consistently applied.

Another distinction important to the analysis is between fundamental and derived
measurement (Hempel, 1952: 58; Krantz and others, 1971). The former does not depend
on any prior measurements whereas the latter measurements are derived from the
fundamental measurements.

Suppes and Zinnes (1965: 17) emphasised that derived

measurement "does not depend on an empirical relation system directly but on other
numerical assignments". The terms direct and indirect have also been used (Mock, 1976:
15), while Abdel-Magid (1979a: 354-6) contrasted "the assignment of numbers to primary
or elementary events" (ie. exchange transactions) with calculation, which he described as
"mathematical deduction". Gibbms and Willett (1997: 143) stated that fundamental
measures "... usually result from direct assignments of numerical values to the observations
of the underlying empirical structure, whereas derived quantities are produced from further
calculation and their relationship to the underlying phenomena is therefore only indirect"
These authors also noted that derived measurements, being more removed from the
phenomena, "take on statistical properties that are related to the method of their derivation"
(Gibbins and Willett, 1997: 143).

Hempel (1952: 69) noted that derived measurement "does not introduce a 'new' quantity
but rather an alternative w a y of measuring one that has previously been introduced ..by the
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discovery of some law which represents the magnitude in question as a mathematical
function of other quantities for which methods of measurement have likewise been laid
d o w n previously". A similar view of the relationship is given by Kaplan (1964: 187),
derived measurement being "one which is carried out by making use of laws, logical or
empirical, relating to fundamental measures".

These views suggest that derived

measurements, in contrast to fundamental measurements, do not need to satisfy directly the
logical and empirical laws of measurement theory. Profit is a good example of a derived
measurement in accounting. Even in the simple of case of profit measurement for a
terminated enterprise w h e n the measurement is based on completed transactions, profit is
measured by reference to the operating inflows less outflows. A s there is no single sum
representing profit, the measurement of it is described as "derived". The question of h o w
derived accounting measurements might meet the "logical and empirical" requirements
indirectly is taken up when discussing intensive measurement. In addition, the actual
quantity to be measured will depend on the concept of periodic profit being applied

This introduction of measurement theory concepts will now be used in considering the
accounting applications of Vickrey (1970), Beaver and Demski (1979), Beaver (1981),
Salvary (1985, 1992, 1997) and Willett (1987, 1988, 1991) and Gibbins and Willett (1997)

Vickrey's search for the qualitative, empirical property

Vickrey (1970: 732) formalised the approach from measurement theory with the following
definition of measurement:
the assignment of numerals to represent elements or a property of elements
in a specified system on the basis of the isomorphism or homomorphism
existing between one or more empirical relation systems (ERS) and one or
more numerical relation systems (NRS).
Thus each N R S maps the E R S in different units whilst preserving the integrity of the
underlying empirical relationships. It is this aspect which confers its uniqueness, an
important property of a ratio scale.

Vickrey (1970: 738) concluded by stating that "the conventional accounting process is
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capable of producing no theoretically sound measures via ordinal, interval or ratio scales"
and that the "nonextensiveness of historical cost is the reason accounting calculations are
merely quasi-measurements". Despite this pessimistic conclusion, he offered hope of a
solution provided accountants were prepared to select a suitable economic property and
then to assume that it w a s extensive. T o reach this point he combined an approach
emphasising the need for an extensive economic property with one incorporating intuitive
concepts, like simplicity and fruitfiilness. T h e rationale for this change in emphasis came
from within measurement theory. Suppes and Zinnes (1965: 7) had stated that:
The first fundamental problem of measurement m a y be cast as the problem of
showing that any empirical relational system that purports to measure (by a simple
number) a given property of the elements in the domain of the system is isomorphic
... to an appropriately chosen numerical relational system. (Underlining added.)
In exploring possible interpretations of the phrase "an appropriately chosen numerical
relation system" Vickrey, relying on Hempel (1952: 77), concluded that such a system
would be one which "givesriseto a simple andfruitfultheory". Suppes and Zinnes (1965:
8) in their explanation of the expression underlined above had stated that:
It is of value, however, to exhibit a numerical system that is not only isomorphic to
an empirical system but employs certain simple and familiar relations as well. A
complete or precise categorization of the intuitively desirable relations is
unfortunately somewhat elusive ...
It m a y be significant that the Hempel/Vickrey interpretation appears to shift the "simple and
familiar" from the relations to the theory itself For example, Vickrey (1975a: 65) argued
that:
Following Hempel, an operation is appropriate for use in fundamental measurement
if and only if the measures that are produced as a result of this operation are related
to a fruitful theory. In this explication, a "fruitful theory" is any correlation
procedure which helps us accomplish our objectives through the description, the
prediction, or the explanation of nonarbitrarily determined empirical phenomena
Assuming that accountants wished to report economic facts by assigning monetary amounts,
Vickrey (1970: 738) concluded that:
accounting is a measurement discipline if and only if at least one extensive economic
property is identified which
(1) is possessed by accounting phenomena,
(2) is measurable in standard monetary units, and
(3) is accepted by accountants as appropriate for accounting measurement
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Each of these conditions w a s required to be met for accounting to be considered as a
measurement discipline. The limitation of the property to one that is economic is crucial.
Financial statements using the local currency and published in the 1960s appear to have
been accepted by practising accountants (Vatter, 1966: 75). Hence, assuming that the
relevant "extensive property" w a s identifiable could m e a n that the three criteria were
capable of being satisfied at that time.

If "economic" was used simply to refer to a general economic property like "relating to
scarce goods and resources", then the problem is quite different from that posed if a specific
property from economic theory was intended. In the former case the monetary amount of
transactions m a y be a candidate; in the latter case it m a y be ruled out, depending on the
economic theory drawn on. The latter interpretation appears to be the one adopted by
Vickrey (1970: 740), particularly as he then relied on purchasing power and utility as
examples of economic properties

Vickrey (1970) intended that his approach based on the three conditions quoted previousl
should result in the application of measurement theory criteria in the "strict sense"
However, in suggesting that measurement theory criteria could be met provided accountants
were prepared,first,to choose purchasing power as an economic property, and second, to
assume that it was extensive, Vickrey (1970: 741) appeared to abandon measurement theory
criteria. Assuming extensiveness of purchasing power in effect eliminated the most
important of these criteria.

In his preference for an economic property Vickrey was probably following the prevailing
wisdom. Larson (1967: 486) posed and answered his o w n question on this topic in these
terms:
W h a t is the descriptive significance of the word "dollar" to the accounting
discipline? O n e might perceive accounting as constituting a simple documentation
of flows of currency units into and out of the firm. These flows would not be
reported as having economic significance either in terms of benefit or cost. Such a
view would lead us, for example, to an income statement that did not involve
accruals or depreciation. Net income would not be propounded as an indicator of
economic success. Notwithstanding the incongruity of this perception with
contemporary accounting practice, w e should note that the measurements involved
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would clearly be those of numerosity. They would involve counting the number of
currency units that have entered thefirm,that are on hand within thefirm,or that
have left the firm. Obviously, mathematical calculations such as addition and
subtraction are valid with respect to such counts. ... The varied divergencies in
accounting from the simple currency counts suggested above lead one to infer that
the property being measured is more complex than simple currency units. ...
currency units transferred in a firm's transaction (price aggregates of exchange
transactions) are simply approximations of something else that has descriptive
significance within the accounting model. (Underlining added.)
The latter inference does not necessarily follow from the preceding statements. While it m a y
be accepted that the property being measured is "more complex" than simple currency
counts, it does not follow that those currency counts are simply "approximations of
something else". They may be properly measured in their o w nrightas a valid representation
of a relevant property, albeit one for which a consensus is yet to emerge

The view held by the researcher of the nature of the empirical reality to be measured can
impact on the choice of the qualitative characteristic. Vickrey (1976:34) stated that "the
phenomena subjected to measurement using extensive ratio scales are objects, i.e.,
phenomena which have physical form ..." but modified his position on being challenged by
Abdel-Magid (1979a) to emphasise the need for an extensive property, which he conceded
need not be physical (Vickrey, 1979). A s previously outlined, Vickrey (1975a) had given
precedence to measurement operations and correlations which gaveriseto a fruitful theory.
Furthermore, in elaborating on his "rationale" summarising Abdel-Magid's (1979b) position
with respect to the intensive ratio scale, Vickrey (1979: 832) appeared to diminish the need
for empirical testability by commenting that:
c)

The descriptive validity, or empirical import, of the values which result from
the processes of calculation mentioned in (b) are irrelevant in regard to
scientific theorising since a theory should be judged primarily on the basis of
its predictive or explanatory powers.

The weakness of the view that "a theory should be judged primarily on the basis of its
explanatory or predictive powers" without considering the realism of its assumptions has
been exposed (Koopmans, 1957; Samuelson,1963). For example, one could deduce from
the brilliant play of a billiards player that the player k n e w all the mathematical rules of
motion and velocity. Yet another explanation - that the player had practised endlessly from
an early age - might be the more relevant
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Abdel-Magid (1979a) contrasted the classical view of measurement based on physical laws
of Campbell (1921) with that of Stevens (1946). Rather than being in opposition, their
different positions would appear to reflect their different disciplines of physics and
psychology, or perhaps more accurately psychophysics, respectively. Similarly, accountants
need to develop and to apply interpretations of reality which are relevant to their assumed
objectives. A s in this paper, the examples used to demonstrate the representation and
uniqueness theorems are invariably of physical objects.

Vickrey (1979), in spite of his earlier concession relaxing the strict, physical interpre
of "object", appeared to argue that while cash could satisfy the objects difficulty, accounts
receivable could not. H e and Abdel-Magid interpreted differently the comment of Stonier
and H a g u e (1957: 363) that bank balances "amount to no more than marks in ledgers".
These latter authors described the acceptance of money for its several purposes as a "social
phenomena". It is n o w recognised that accounting should embrace the social reality
represented by propertyrights,including debt (Mattessich, 1995).

Unable to apply the criteria of measurement theory the way he would have liked without
resort to arbitrary choices or procedures, the selection of the property remained an
unresolved issue for Vickrey (1970).

However, recent research questions whether the

despondent note sounded by Vickrey (1975b) and Larson and Schattke (1975) is justified
For his part, Vickrey (1994) appears to have abandoned the search through measurement
theory, and to have cast aside his 1976 and 1979 reservations about the limitations of
purchasing power.

There appears to have been no follow-up on his suggestion for

classification of accounting as a measurement discipline provided an extensive economic
property was identified which satisfied his three conditions. A n exchange between Vickrey
and Abdel-Magid on extensive and intensive measurement is reviewed for the light it sheds
on a perennial accounting issue - namely that of allocations.

The role of service potential

The property difficulty was one of the four difficulties identified by Vickrey (1976: 33
examining support for general-price-level-adjusted historical-cost statements H e regarded
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service potential as "the property that appears most likely to be that which is supposed to
be measured using the historical-cost system" but ruled it out because liabilities could not
be considered to possess service potential. In other words, he did not accept that service
potential w a s sufficiently extensive to include liabilities. For this he w a s charged with
theoretical inconsistency by Abdel-Magid (1979b), w h o stressed that service potential w a s
an intensive property, and that ratio scales could be used to measure intensive properties.

Earlier Paton and Littleton (1940: 13) had rejected "price aggregates", which they had
stated to be the objects of accounting measurement, in favour of service potential, the
fundamental economic property they believed underpinned accounts. In offering the
"professional accountant's implied definition" of an asset, Canning (1929: 22) used the
expression "future services in m o n e y or any future services convertible to money ...",
claiming that no similar definition w a s to be found in the literature. But he acknowledged
the nearest "foreshadowing" by Sprague (1907).

Service potential is open to interpretation in a general sense as the future economic ben
to be derived from assets, namely, their expected future net cash flows But to interpret the
term this w a y would render it redundant, simply being a synonym for future economic
benefits. Thus an interpretation as the economic services provided by the particular asset is
used in the following analysis. Such an interpretation is specific to the asset. Whether this
concept of service potential can provide an extensive or intensive property qualifying as
measurement using the ratio scale; whether it constitutes fundamental or derived
measurement; and its role in accounting measurement, are n o w explored

Stevens (1946: 678) noted the "ambiguity of terms such as 'intensive' and 'extensive'. Bot
ordinal and interval scales have at times been called intensive, and both interval and ratio
scales have sometimes been labelled extensive". H e produced a table summarising the basic
empirical operations, permissible transformations and permissible statistics for each of the
nominal, ordinal, interval and ratio scales. Similar tables were included in later publications,
his 1975 publication edited by G Stevens added examples which, for the ratio scale, included
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"numerosity" and 'loudness in sones"2 T h e key to defining the scale type is the permissible
transformations that permit changes in the numbers used while still representing the
empirical information without loss.

Service potential, as defined, is an intensive property that relates to a particular asset,
class of asset; for example, kilometres of transport of a delivery vehicle, or the number of
plates cut by a stamping machine. A s a consequence, the particular interpretation relevant
to a particular asset, or similar assets, is not generalisable to all assets. In a similar w a y to
operating capability, the service potential of the motor vehicle is not able to be related to
that of the stamping machine. Thus, there is no unifying concept providing a basis for their
additivity even a m o n g productive assets, and it cannot be extended to monetary assets or
liabilities and owners' equity. Therefore, this concept of service potential does not qualify
as an extensive property to be considered as a candidate providing the empirical property
underlying exchange transactions, and applicable to all the elements.

The broader concept previously ruled out as future economic benefits suffers from the
weakness that as the future economic benefits reside in the future, they are not empirically
testable (Samuelson, 1996). Furthermore, both interpretations can only apply to assets
which the firm owns, and thus their ownership and control by the firm arises from the initial
exchange transaction by which they were purchased. Willett (1991: 119) distinguishes
fundamental measurements (activity costs, durations etc.) from derived measurements
(profit calculations, net book values, etc). T h e activity costs are based on the amount of the
transaction givingriseto them. Thus, accepting that the exchange transaction acquiring the
asset constitutes the fundamental measurement, service potential is a derived measurement.

Krantz and others (1971: 11) were surprised that Stevens (1957) himself appeared to generate an
ambiguity in relation to the types of scales by describing his "magnitude estimation scale* presumably one for measuring loudness in sones - as a ratio scale. Apparendy he had not produced
any argument showing that "the procedure of magnitude estimation can be axiomatized so as to
result in a ratio-scale representation". These authors believed that they had provided "a set of
plausible axioms for families of matching experiments" which, if empirically valid, nearly justified
Steven's claim. It appears possible, therefore, that intensive scales may be able to satisfy the
criteria of ratio scales although their proof is likely to be difficult
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Hence, as derived measurements, service potential would take its meaning from the "logical
or empirical" laws established for fundamental measurement (Hempel, 1952; Kaplan, 1964),
which in turn would depend on the particular interpretation being applied to the elements
of the double entry equation. The relationships a m o n g the elements would provide the
overarching "logical laws", with the detailed rules being mandated by the particular
accounting model. Thus, service potential m a y have a role in measuring periodic profit
under the several cost based systems in allocating the "cost", or "expected net cost", of
assets which benefit several periods in the earning of revenue.

The exchange transaction provides the initial "cost" to be allocated, and in accordance w
the objectives of the particular model, the relevant cost can be allocated on the basis of the
service potential consumed. For the purpose of this allocation the service potential of each
non-monetary asset could itself be viewed as an intensive ratio scale, but one applicable
only to measurement of the service potential of the particular asset. The partition of the cost,
with each part treated as an expense of the relevant period, is based on the assumption that
the measurement of service potential itself constitutes an intensive ratio scale, justifying their
additivity and use in allocations. It should be noted that the additivity of the cost thus
partitioned depends primarily on the exchange transaction

Turning to their empirical testability, Suppes and Zinnes (1965: 17) suggested that deriv
measurements m a y depend on "other numerical assignments", and that they themselves do
not need to conform to an empirical relation system. That system would, of course, be
applicable to the exchange transactions as the fundamental measurements. In addition,
incorporating experience gained from depreciating similar assets under the rubric of "other
numerical assignments" could strengthen the argument for allocations. The interpretation
of cost would, of course, depend on the particular model being applied.

Thus, summarising this approach to cost allocations, the logical justification is given b
concepts of the particular model being applied; and the empirical justification resides in the
acquisition exchange transaction together with acquisition and disposal exchange
transactions for like assets for which records of their use are available. The distinction
between fundamental and derived measurement has been employed in this explanation This
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approach, and others, are explored further in Chapter 7 for allocating the money cost over
the period of economic benefit in accordance with the monetary interpretation.

Beaver and Demski, from a world of perfect and complete markets

Beaver and Demski (1979) review the nature of income measurement initially from a
"fundamental measurement perspective", assuming perfect and complete markets enjoying
equilibrium, and adopting "the representation of a preference ordering on a firm's
production plans" as their objective. Income measures ranking the production plans flow
from these assumptions, and the stated relation between the plans, using present value
analysis. Moving to an uncertain world, the authors state, "... leaves the argument intact,
provided w e e n d o w the economy with an appropriatelyrichset of perfect markets"

Following Debreu (1959), uncertainty is modelled by introducing state variables, and sta
contingent trading. Again, the expected result follows, and the authors conclude that "...
existence of uncertainty in and of itself creates no problems with, or interest in, income
measurement", while also noting that "such a rich set of markets is incongruent with the
existent economic structure" (Beaver and Demski, 1979: 41).

Relaxing the assumption of perfect markets, the authors take us to an uncertain world wi
incomplete markets, concluding that "fundamental income measurement, in the sense of
representing a unanimous ranking of alternative production plans for the firm, is not
necessarily possible here". A reinterpretation of income reporting and accrual notions using
an informational perspective, which it is claimed describes the accountant's activity, is then
offered.

Their overall conclusion is that "[i]n a regime of incomplete markets, income measuremen
in a fundamental sense does not describe what accountants d o " (Beaver and Demski, 1979:
45). Several perplexing issues raised by the paper are n o w examined. First, the reference
to fundamental measurement. Second, the nature of uncertainty. Third, the extension of
conclusions beyond the states assumed
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It is not clear whether the reference to fundamental measurement is intended to refer to
measurement theory, or to what might be described as measurement which they view as
fundamental to neoclassical economics. The article does include references to several
authorities on measurement theory, and an ordering relation is specified. However, the
absence of an empirical property would appear to rule out the use of formal measurement
theory (Krantz and others, 1971: 5; Luce and Krumhansl, 1988: 9). The production plans
to be ranked are future, expected production plans. Thus, it appears that a vital component
may be missing. Vickrey (1970) stressed in his definition of measurement previously quoted
the need for the numerical relation system to mirror the empirical relation system. Ijiri
(1972: 513) defined measurement as "a representation of an empirical relation system among
elements in empirical phenomena by means of a numerical relation among the numbers"
M o c k (1976), by utilising the type of empirical relation system explained by Krantz and
others (1971), also appeared to support the need for an empirical relation system

Furthermore, the present values of the production plans are calculated from future, exp
net cash flows. Accepting the definitions of fundamental and derived measurement from
measurement theory, the fundamental measurements would be the future expected cash
flows and the present values would constitute measurements derived from them. Derived
measurements m a y be accepted provided the measurements from which they are derived are
themselves empirically testable. Clearly this is not the case. But perhaps the authors
intended "fundamental" to describe the significance of present value measurements in the
neoclassical theory of the firm.

The second perplexity relates to limiting the uncertainty assumption to the states of n
that might apply while apparently exempting "perfect and complete markets" from its
affects. Such an assumption appears to emasculate the concept. Debreu (1959), w h o the
authors followed in utilising this type of assumption, w a s demonstrating h o w uncertainty
could be modelled in his axiomatic presentation. However, he acknowledged in the Preface
(xi) that the certainty assumption had been weakened "insufficiently". While not entering
into the interpretation of this term, the point is that there are some events which simply
cannot be modelled. Such events extend beyond those which cannot be insured against, like
wars or riots for example, to include completely unexpected breakdowns in essential
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services, energy or power failures extending over a long period of time, for example. M o r e
"normal" uncertainties (in the sense that they are predictable) like the level of sales or the
volume of production can be allowed for by the use of probabilities are included under the
rubric of "risk" (Knight, 1921; Roberts, 1979).

Extension of the applicability of their conclusions beyond the assumptions underlying t
analysis, the third issue raised by their paper, can be demonstrated by reference to the
second perplexity just discussed. The authors concluded their discussion of uncertainty with
perfect and complete markets by claiming that "existence of uncertainty in and of itself
creates no problems with, or interest in, income measurement" (Beaver and Demski, 1979:
41). It m a y be questioned whether such a broad, sweeping conclusion is justified by the
analysis.

On similar grounds their conclusion that "choice of an income rule cannot be resolved by
applying fundamental measurements arguments" (Beaver and Demski, 1979: 45) is
questionable. Such a conclusion could be acceptable were it prefaced by a statement like
"based on our assumed objective and other assumptions ..." However, extension beyond
the assumed circumstances would require evidence, similar to argument by analogy,
demonstrating that assumed conditions apply to the broader situation claimed. This does
not appear to have been presented by the authors in respect of measurement theory
Furthermore, it is not the function of measurement theory to anoint a particular choice, all
it can do is to indicate the conditions which any system claiming to be a measurement system
should meet. This line of research w a s continued by Beaver.

Beaver (1981) analysed the present value model to show the relationship between net cash
flows (NCFs), economic income and valuation, and their implications for accounting profit
measurement.

The initial assumptions, including certainty and perfect and complete

markets, are carefully listed in Table 3-1. Utilising these assumptions, he initially concluded
that valuation of the N C F s is the primary function, with economic earnings being described
as "redundant". In the previous paragraph Beaver (1981: 84) had stated that "... in this
setting, economic earnings fall out of the analysis as a by-product of the valuation process.
Earnings and valuation are two sides of the same coin".
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This poses a dilemma: if they are different sides of the same coin, h o w should a selection
be m a d e between them? O f course, as Beaver notes, given the N C F s , present value and
economic earnings are linked by the discount rate. O n c e the cash flows and interest rate
are given, the assumptions essentially set up a closed system which determines the outputs.
Given a closed system under these conditions of perfect competition, there appears to be no
fundamental or "a priori" means of logically selecting, ordering or ranking related concepts
such as valuation and earnings. O n e can start wherever one wishes.

In this situation, if the choice of starting point is not to be arbitrary, presumably it
be determined by the purpose of the decision. For example, if an investor is seeking to rank
alternative production plans, then valuation, in the sense of calculating the present value, will
be the logical point to start. However, if an investor is seeking to calculate "distributable
earnings" for a completed period, then earnings could be the starting point. A curiousity
about the rate of discount or interest should be noted. Outside the assumptions of perfect
competition, selection of the appropriate rate of interest m a y not be without problems
Here, of course, it is assumed that the relevant rate is known. A n d presumably the actual
interest expense, relevant for calculation of distributable profit for a past period, will also
be k n o w n . A s the present value method does not disclose the sources of funding of the
investment, information on the amount of the debtfinanceis not normally available. Neither
is the actual rate of interest paid on the debt. The discount rate - a weighted average should of course include the rate on debt.

Acceptance of purpose as the determination of the starting point for the analysis of the
present value model would avoid an arbitrary selection. A consequence of this approach
would be to treat present value and earnings as truly different sides of the same coin. In
this analogy, the essence of the coin would be the N C F s . Spinning this coin to the past
would open the analysis to the relevance of other models for the measurement of periodic
profit and related asset measurements. For example, it might be argued that investors in the
securities markets desire disclosure of periodic accounting profit as an input into thenvaluation models. The point of this analysis, however, is to suggest that the precedence
accorded by Beaver (1981: 85) of valuation (in present value terms) and economic income
overfinancialaccounting for a past period is not intrinsically fundamental, it resulted from
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his ranking or choice of purpose. It was also suggested that the point of entry into the
present value model depends on the purpose of the measurements; and that, independent of
purpose, no particular valuation or income concepts should be accorded precedence.

In contrast to Vickrey (1975), Beaver and Demski (1979) and Beaver (1981), Salvary
(1985, 1992, 1997) demonstrates that conventionalfinancialaccounting can, with one
exception, satisfy measurement theory criteria.

Salvary and recoverable cost

Salvary (1985, 1992, 1997) identifies recoverable cost as the attribute or qualitative,
empirical property basic to financial accounting measurement. H e claims that "'recoverable
cost' permits the portrayal of a nominal money recovery process which occurs under
conditions of uncertainty. Other values (replacement cost, current value, and realizable
value) are signals" (Salvary, 1997: 90). His definition or interpretation of the representation
and uniqueness theorems justifying the use of recoverable cost from a measurement theory
perspective are outlined, together with rules for its application. The measurement of
depreciation, or capital consumption, is noteworthy.

Whether recoverable cost is

sufficiently extensive to embrace all elements of the double entry equation is then
considered. His six assumptions are referred to when relevant to the discussion, but without
an overall attempt to assess the relationship between the assumptions and theorems

Salvary's (1992: 239) definition of the two theorems are reproduced from his article:
T h e Representation Theorem. Investment is a function which depends on
recoverable cost. Recoverable cost is an extensive property. Recoverable cost is
model-consistent relative to investment.
T h e Uniqueness Theorem. Investment is a commitment of resources to a specific
plan. In the absence of recovery, there is no investment. Investment is a function
of recoverable cost. No other measure can serve this purpose.
Following a "basic market simulation approach" threefinancialaccounting rules are devised
to apply this concept of recoverable cost. These rules reflect the sequential decisions facing
the firm on initial investment, during operations and on termination of the investment In
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his symbolic presentation C represents the actual cost of an investment, and C * the future
expected recoverable cost based on capitalisation of the investment's expected net cash
flows. C = C * = P V I states that the actual cost and the expected recoverable cost equals
the present value of the investment, meaning that N P V is zero. A positive N P V w h e n the
investment is planned indicates that the expected rate of return exceeds the rate used to
discount the future N C F s . This rate m a y be either the target internal rate of return, or
management's "hurdle" rate below which projects are screened out. The condition given
for investing is that P V I > C. The opportunity cost of the investment should also be
considered. The initial cost, C, being "market based" provides the basis for market
simulation; it is set equal to the recoverable cost, C*, by applying the internal rate of return
to the expected N C F s .

Subsequent to investment, the C*0 = S - M; that is, the recoverable cost of an operating
asset is set equal to the "selling price of the investment's output" (S) less the margin or
markup, the "potential gain" ( M ) . S - M is a discounted amount, using k n o w n market
prices for the investment's output (256). T o generalise the rule, the notation used is
extended to include dating and cost or written d o w n cost. C't is the cost or written d o w n
cost at time t, and C * 0 1 is the recoverable cost at time t from future operations. Hence the
rule: if C , > C * 0 , the excess of the cost over recoverable amount should be written off as
an expense. This is Salvary's (1992: 262) "lower of cost or market rule"

Similarly to the realisation concept employed in traditional accounting, Salvary (1992:
does not recognise as revenue any excess of C * 0 , over C'„ rebutting the implied charge of
conservatism with the argument that "while 'risk of loss' is a meaningful concept, 'risk of
gain' is not an operational concept. N o one hedges against theriskof gain; but those w h o
can hedge against theriskof loss, usually do. The firm is in business to m a k e a gain. It will
reflect a gain as it achieves that gain". However, this statement apparently overlooks the
possibility of hedging to achieve an acceptable gain. His reference to "gain" is significant
in the later analysis of the motivation of the firm. Market simulation here relates not to the
cost of the investment as it did initially, but to the selling price of its output. Calculated
using the same discount rate as the initial investment, recoverable amount can be updated
in light of the n e w information and experience
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The foregoing related to assets continuing to be used in operations of the business. Once
an investment is to be terminated due to its obsolescence, or since it no longer comprises
part of the firm's investment or cost recovery plan, then the asset's realisable value is used
to measure recoverable cost. Hence any excess of recoverable cost over realisable value
should be treated as an expense. In summary, these three rules provide for the allocation
of the cost of the investment over its useful life, while at the same time ensuring that any
subsequent increases in present value over cost, or written d o w n cost, are not credited as
revenue. Salvary (1992) described his explanation as "market simulation" since either
discounted selling prices (less the profit margin) or realisable value are used to measure the
amount of the recoverable cost which warrants being carry forward.

Evidently Salvary's method for measurement of investments is cost based, and the concept
of recoverable cost maintains that basis, although present values are used in calculating
whether capital consumption has occurred during the past period. Presumably the concept
could be extended to inventories, and other current assets. Debtors, for example, should
be measured at their N R V . A n analogy between a bank savings account and an equity
security is used to identify m o n e y as the appropriate unit of measurement, and to validate
additivity of the numbers used (Salvary, 1997). H e goes on to point out that measurement
theory requires identification of a specific property of objects, which he claims to have
identified.

Accepting that the concept of recoverable cost is relevant to all the assets of a firm,
be applied to -abilities and owner's equity? In his interpretation the '"cash-in and cash-out'
principle establishesfinancialcapital maintenance as the appropriate capital maintenance
concept to be followed in the measurement of periodic income" (Salvary, 1997: ). Can his
"financial capital" yield unique, related concepts of capital and profit? O f all the alternative
systems' concepts of capital and profit, his concept appears most similar to the money
capital and monetary profit of traditional H C A . However, recoverable cost by itself does
not seem sufficient to imply a unique concept of capital. Furthermore, the implications for
the definition of the capital of the emphasis on market simulation is not clear.

It will be recalled that in defining the uniqueness theorem, Salvary (1992: 245) claimed
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"investment is a function of recoverable cost. N o other measure can serve this purpose".
In expanding this statement he went on to say that "[t]he deciding factor for the investment
is the expectation that the sacrifice of resources committed to the investment will be
recovered (and provide for the cost of waiting)". Here the notion of something in excess
of recoverable cost emerges in the "cost of waiting". This becomes explicit in a supporting
footnote reading:
The criterion for investment in a competitive industry is the expectation of a flow of
surpluses between revenue and current operating costs which, over the life of the
investment, are sufficient to recover the principal of the investment and earn a
normal rate of return [Salter, 1966, p. 55] (Salvary, 1992: 246, fh.15).
In other words, cost recovery alone is not sufficient motivation to invest, capital is always
looking for s o m e return. It would therefore appear that recoverable cost (of invested
capital) is not sufficiently extensive to embrace all elements of the double entry equation.
Thus, as far as it goes, his theory appears to provide a consistent explanation. Certainly it
is one based on the economic reality of future uncertainty, and the role of money in an
uncertain world. B y being faithful to a "cost approach" and to the concept of realisation his
analysis bears some similarities to H C A , and also to Willett's system in which activity costs
play a central role.

Attention is now turned to a transaction based explanation of accounting which, in addit
to Salvary (1985, 1992, 1997), m a y be seen as taking up the challenge posed by Beaver and
Demski (1979: 45) to "address the primitive question of the propriety of the accrual concept
of income."

Willett's theory - continuing the transactions based approach

Many accounting theorists, for example, Paton and Littleton (1940), Mattessich (1964), Iji
(1967, 1975) and Abdel-Magid (1979a), have accepted the central role of exchange
transactions in accounting measurement. However, it is only relatively recently that a strong
case justifying their recognition as fundamental measurements from measurement theory has
been presented (Willett, 1987, 1988). His statistical activity cost theory ( S A C T ) is based
on a cost structure and production relations. Activity costs are derived from the debt arising
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from transactions, while production relations incorporate the production technology relating
inputs to outputs.

In elaborating this approach, Willett (1991) demonstrated h o w the

theory can be used "to determine precisely what accounting numbers represent". In this
article he described his theory as transaction theory (T-theory), which was contrasted
favourably from an accounting perspective with valuation theory (V-theory), on the ground
that:
... it is impossible to give a sensible deterministic interpretation to the direct
measurement of the accounting attribute in terms of subjective economic values
under general conditions of imperfect and incomplete markets. ... T-theory by
comparison is based on more realistic measurement assumptions and leads to
sensible and empirically testable conclusions (Willett, 1991: 118).
This view supports the weaknesses of the neoclassical economic model for financial
accounting discussed earlier in the chapter, and which are examined further in the Chapter
3. Returning to Willett's theory, it comprises several independent theoretical structures,
namely: 1. Cost structures (Willett, 1987) 2. Production structures (Willett, 1988) 3.
Probability structures, and 4. Ordinary extensive measurement of physical quantities
including time measurement (Krantz and others, 1971).

Regarding the reference to

"extensive measurement of physical quantities" it should be noted that Willett (1988: 87)
had earlier acknowledged the significance ofrightsto the resources, stating that they "they
should be borne in mind in matters of interpretation". However, he chose to leave them
implicit in his structure. Taken together the structures produce a database of activity costs
These costs can be processed statistically to provide derived measurements to meet a variety
of user needs. Willett (1991: 131) concluded that:
... one thing is clear from transaction theory. The fundamental importance of the
historic cost data base, that is, the methods of measuring and classifying costs into
the smallest separable activities imposed by cost and production structures and
empirical information. Without this data there would be no possibility of any sort
offinancialmeasurement.
Two aspects of Willett's theory highlighted by Gibbins and Willett (1997) are emphasised
First, the authors contrasted "representational faithfulness" with "relevance to a decision",
noting that many authorities preferred the latter approach. Refocusing on representational
faitWulness as the main criterion enabled them to stress that "the fundamental measurements
m a d e by accountants are an essential component in virtually any system of financial
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reporting whether this is historical cost accounting, its m a n y modified forms, or systems of
cash flow analysis and m a n y types of current value accounting" (Gibbins and Willett, 1997:
138). The supply of and demand for accounting information is depicted in their Figure 1.
A s its base is the empirical accounting structure which should be representationally faithful
to the underlying set of events. Proceeding up the figure the first of twofiltersis
encountered. This filter relates to the transaction costs and production relations used in
measuring performance. However, before any reporting can take place, the disclosure filter
must be invoked to decide on the derived measurements, a particular concept of profit, for
example, to be reported infinancialstatements. Thus m y second point for emphasis is the
distinction the authors draw between the empirical data base, which remains unchanged
irrespective of the purpose to be served, and the "disclosurefilter"as the means for ensuring
that relevant information is reported.

Concluding comments

The implications of accepting the measurement theory approach in accounting theory
formation are significant. Central to the empirical relation system is the selection of a
qualitative, empirical property that is capable of satisfying the representation and uniqueness
theorems. Exchange transactions are accepted as providing the fundamental measurements.

The measurement theory approach requires the identification of a qualitative, empirical
property. Several writers have attempted this application. Vickrey (1975) concluded
unfavourably in respect of conventional accounting, and offered some modified conditions
that appeared to open the door to other interpretations. A debate between Vickrey (1975)
and Abdel-Magid (1979) on the applicability of intensive scales w a s used to introduce
consideration of service potential as a valid measurement property. The distinction between
fundamental and derived measurement w a s drawn on in this consideration, it being
concluded that service potential could provide a ratio scale which could be used for
allocating the "cost" of an asset over its useful life in the several "cost based" measurement
models.

Using a measurement theory approach coupled with neoclassical economics Beaver and
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Demski (1979), followed by Beaver (1981), find no support for traditional income
measurement. However, their conclusions are questioned, mainly because of the reliance
on neoclassical economics and for extending their conclusions beyond their assumptions.
Their challenge to theorists to provide a sound theory is, in effect, answered by two
researchers.

Salvary (1985, 1992, 1997) presented a justification of cost based accounting using the
concept of recoverable cost, which provides the qualitative, empirical property called for by
measurement theory. The concept of market simulation is used to extend the theory of
recoverable cost to continuing operations, providing the point of departure with respect to
HCA.

His market based simulation results in the annual depreciation expense being

measured as the change in present value of future sales less the profit margin, subject to this
sum not exceeding the cost, or written d o w n cost, brought forward.

For Willett (1987, 1988) activity costs and production relations provide the qualitative,
empirical property. B y building on the transaction tradition, and using an axiomatic
formulation clearly grounded in measurement theory, Willett has demonstrated the
application of this approach in a mostrigorousmanner The role accorded debt in his theory
ties accounting to the dollars flows emphasised as important by Salvary. A strength of
Willett's theory appears to be the clear distinction between the empirical data base and the
uses to which it might be applied. According to Gibbins and Willett (1997) a "disclosure
filter" is used to decide which measurements are relevant in relation to a particular purpose
offinancialreporting.

The next chapter considers further issues raised by the assumptions of neoclassical
economics. In particular, present values are scrutinised closely for the purpose of periodic
profit measurement and capital maintenance.
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Chapter 3

D o present values have a role in periodic profit measurement and capital
maintenance?
Introduction

The previous chapter outlined criteria from measurement theory and discussed several
examples of their application to externalfinancialreporting. The main objective of this
chapter is to explain w h y economic income based on capitalisation of future expectations
is unsuited - especially as an ideal - for measurement of periodic accounting profit of the
firm and capital maintenance purposes infinancialaccounting. In order to ensure clarity in
this explanation it is necessary to specify the particular concepts of profit and capital
maintenance I a m assuming. These concepts are monetary profit and maintenance of paid
in m o n e y capital. They are explained fully in Chapter 6 in relation to the two purposes
assumed of stewardship of money funds, and maintenance of the paid in money capital as
a means for ensuring that dividend distributions do not amount to a fraud on creditors

It is acknowledged that present values can be usefully employed in the evaluation of
alternative investment projects. This explanation is located within the broader objective to
consider the impact of the concept of economic income on the formation and acceptance,
or otherwise, of a concept of periodic accounting profit. So long as the appropriate
relationship between economic income and accounting profit remains unresolved selection
of the relevant model or models infinancialaccounting will continue to be impeded. The
claim that the equality between present values and market values under perfect competition
justifies the use of replacement cost measures is also examined. In addition, the links of the
economic or present value model to several of the alternatives proposed to the conventional
model are traced. The means of selection of a particular model are considered in Chapter
5.

During 1938 R S Edwards published a series of 13 articles on "The Nature and
Measurement of Income" in The Accountant that were regarded as so radical that his
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immediate boss at the London School of Economics, Rowland, publicly disavowed him in
the same Journal, describing the articles "as dangerous nonsense m a d e the more dangerous
by the fog of words in which assumptions are disguised as truths" (Parker, 1999). Edwards
(1938: 13) had been so bold as to level the charge that "financial accounting appears to be
without any adequate concept of income", thus challenging the traditional measurements
employed in accounts, and advocating instead the use of present values. Therein a battle
was joined that remains unresolved to the present day.

Many accounting theorists accept present values as ideal measurements which accounting
is prevented from applying for practical reasons. Yet, in spite of several authors (Kaldor,
1955; Shwayder, 1967; Ryan, 1969; Barton, 1974) demonstrating their lack of suitability,
particularly forfinancialaccounting, they continue to exert an influence on accounting
practice. Indeed, following the release of S F A C N o . 7 Using Cash Flow Information and
Present Value in Accounting Measurements

( F A S B , 2000) the use of present value

measurements appears likely to become pervasive throughout U S accounting standards in
measurements of "fair value".

Parker, Harcourt and Whittington (1986: 3), although cautioning against applying the ex
ante income concepts of Fisher and Hicks to accounting for the measurement of business
income, apparently accepted the analysis of Beaver and Demski (1979) rejecting accounting
profit measurement as the objective offinancialstatements. This rejection was based on an
economic analysis, the extension of which to accounting has been challenged in Chapter 2.
It should be added that the Beaver and Demski approach under which income is seen as
simply one piece of information in a "noisy" information set accords with these editors views
that concentration on a single bottom linefigurehas retarded progress in accounting theory,
and is consistent with their advocacy of "different incomes for different purposes" (Parker,
Harcourt and Whittington, 1986: 8).

The discussion commences with a review of Fisher's (1906) concept of economic income
which is then compared with his view of accounting profit, the latter being gleaned in part
from his review of Canning (1929b). The significance of Fisher's views is that while starting
from the view of individual economic income as the capitalisation of future events, he moves
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to a position of understanding of accounting profit as earnings of the firm, an ex post
concept. Hicks' (1946) concept of economic income is then examined using Kaldor's
(1955) criticism. The relevance of "economic depreciation" is questioned, and accounting
and economic rates of return are contrasted. The usefulness of economic value added is
evaluated in this context. Other issues considered include the relationship of ex ante and ex
post concepts, the relationship of market value to N C F s , and money and interest. The
influence of economic income on several other income concepts incorporating uncertainty
and proposed as improved alternatives to conventional accounting is briefly explored. The
concluding comments include a summary of the differences between accounting profit and
economic income.

Fisher's concepts of income

Fisher (1906: 52) defined capital and income as follows:
A stock of wealth existing at an instant of time is called capital. A flow of services
through a. period of time is called income.
In his attempted reconciliation of accounting and economic concepts, Canning (1929: 145)
adopted Fishers's theory of income because he regarded it "... to be, by far, the best that
has appeared in the literature". Fisher (1930b) returned the compliment with a favourable
review of Canning (1929). It is clear that Fisher was Canning's mentor in economics

Fisher (1930a: 50) distinguished three concepts of income:
enjoyment or psychic income, consisting of agreeable sensations and experiences,
real income, measured by the cost of living;
money income, consisting of the money received by a m a n for meeting his costs of
living.
For him, psychic income was fundamental, and real income as an index of consumption was
the most practical for accounting purposes. Frankel (1949: 101) was caustic in his criticism
of Fisher and other economists w h o attempted to apply the concept of psychic income,
arguing that it led to "infinite regression" of "introverted observations". H e regarded
realised income, that is, income converted into money (or another asset) through a recorded
transaction, as the only income that could be measured in an accounting sense 'Tor only
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this income can enter into any form of accounting - which is basically a process of objective
social evaluation". But he did quote Fisher with approval, attributing to him the view of
accounting as "not a mere makeshift, but a complete and logical system"

As an index of consumption, Fisher (1906: 250-54) believed that real income could serve
as a useful basis for taxation. Kaldor (1955) questioned Fisher's terrninology, pointing out
that income and consumption are two different things for which two terms are needed
(Parker and Harcourt, 1969: 164), irrespective of what each might be called. However,
Canning (1929: 154-170) expressed Fisher's "real income" as "realized income", which he
described as "the elementary and primary one" with two derivatives being '"capitalized
income' (or capital value), and 'earned income' (or earnings)". It should be noted that these
were all concepts of individual economic income. Canning then defined earnings as net
receipts plus appreciation or minus depreciation of capital value

A n d although his

explanation of profit measurement was unclear, it was this concept of earnings that he
applied to the firm.

Fisher (1930b: 68-69) appears to have understood the essence of enterprise "earnings" tha
Canning (1929) attempted to apply to the business entity. Indeed, Fisher, in accepting the
accounting approach as being valid for its purposes, provided an explanation based on the
central role of cash flows and incomplete transactions. Thus he appeared to have grasped
an overall understanding which eluded Canning. Their views are examined more fully in
Chapter 11. Hence, an influential economist from within the tradition or school stressing
income derived from the capitalisation of future services as the prime economic concept,
accepted accounting profit as suitable for its purposes. The interpretation of the similar
Hicksian concept of individual economic income as an ideal for measurement of accounting
profit is n o w evaluated.

Why economic income is unsuitable for periodic accounting profit measurement

Given that periodic profit measurement for external financial reporting is accepted as a
accounting objective, capital maintenance is likewise significant; mainly because profit
measurement and capital maintenance are essentially different sides of the same coin Hicks
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(1946: Chapter X T V ) treated capital maintenance as central for measurement of personal,
individual income. In addition, in Chapter X V on production he used a similar present value
approach for measuring profit of the firm, albeit one employing the objective of profit
maximisation; in this chapter he also equated profit maximisation with maximising the flow
of net receipts.

This gave him a concept of profit of the firm of net receipts ±

appreciation/depreciation (Hicks, 1946; 196), which is similar to the Canning /Fisher
concept of earnings of the firm outlined above.

Capital maintenance is obviously important to individual consumers so that they do not
impoverish themselves. But it requires a different rationale w h e n the analysis switches to
the firm concerned to maximise profit or firm value. There is no rationale in economic
theory for maintenance of the firm at a particular size, or level of capital, however defined
Indeed, according to economic theory the resources of inefficient firms should be transferred
to those better able to use them. Edwards (1938) believed that the legal doctrine of capital
maintenance inhibited development by restricting the mobility of capital. Nevertheless, with
profit or profitability used as a measure of firm success, capital maintenance is also
significant to the firm.

Parker and Harcourt (1969; and with Whittington, 1986) included in both editions three
articles by economists in a section on capital maintenance. Pigou (1941) is seen as
championing the cause of physical capital maintenance, while Hayek (Ma, 1982: 196)
viewed capital maintenance as maintenance of the present value of an income stream in real
terms (similar to Hicks' concept No.3 to be discussed shortly). Pigou (1941) chided Hayek
for abandoning the notion of capital maintenance for lacking strict meaning and not being
needed, arguing that a definition of net income was required for business and tax purposes.
In reply, Hayek (1941:131) pointed out that Pigou's definitions were unable to cope with
the problem of obsolescence. Regarding business practise and taxation he commented:
The problem which the accountant and income tax inspector face is not what
constitutes in any real sense 'maintaining capital intact' in these cases - although they
may have to interpret legal provisions which use such or similar phrases - but what
are the most appropriate practices which will achieve the same end, which in the
more ordinary situations is adequately achieved by keeping the money value of
capital constant.
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It is interesting that in the above quote Hayek treats legal capital maintenance as a lesser
problem than that faced by the economist; at least he acknowledged that the accounting
problem is different.

Hicks (1942) joined the debate by acknowledging that he thought Hayek (1941) had
"torpedoed" Pigou's main argument, and then went on to claim that the deficiencies in
Pigou's argument for measuring net income could be m a d e good. Hicks (1942) drew on
Lindahl's (1939) concept of revising ex ante expectations in the light of information ex post
to get a consistentfigurefor depreciation - consistent at least in terms of being based on
expectations at the same date, the last day of the period. But he appears to overstate his
case on several grounds. First, w h e n he states that "December is n o w past, so w e know"
(Hicks, 1942: 135); his "knowing" at the year end is still based on expectations. In spite of
this, Hicks (1973: 166) wrote many years later that "I have nothing to withdraw in the
passage thus quoted, written thirty years ago. It will be noticed that that the concept of
capital implied isrigorouslyforward-looking". Earlier Hicks (1965: 85) had noted that
balance sheet values " ... are notfirmfigures.They are ... accountant's estimates, of a
different qualityfromthe items in the transactions account, which can normally be taken to
befirm".

Second, the Hicksian revision effectively eliminates all changes in expectations from t
period in which those changes were recognised, although the change is incorporated in the
capital value, and thus affects the amount of future income. Another thing: apparently Hicks
(1942: 136) regarded deterioration, not provided for by "true depreciation" based on
expected usage, as a capital loss not directly affecting income. Similarly, if "a machine
remains idle throughout the year, any deterioration which it undergoes is not depreciation,
but a capital loss ..." This concept of income would appear to have several major leaks.

The criticism of Kaldor (1955) that present values are inappropriate for measurement of
capital maintenance will n o w be explained by the use of several examples. His main point
is that the present value system does not include separate but correlated concepts of capital
and profit. These concepts are crucial if capital is to be maintained by ensuring that what
is reported as profit is a genuine increase over and above the capital
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Consider a perpetuity of $10,000 per annum payable on the last day of the year. Assuming
a rate of interest of 5 % per annum, the annual cash flow has a present value of $200,000.
Without any expenses the annual income to the annuitant is equal to the cash flow of
$10,000. In terms of the usual terminology annual income for the year ended at time t is:
Y(t)

=

iPV tl = .05(200,000) = $10,000

where
i
PV,

= discount rate
= present value at time t of the future net cash flows discounted at i

Hicks (1946: 172-77) distinguished three approximations to his central meaning of income,
expressed as "the m a x i m u m value which [a man] can consume during a week, and still
expect to be as well off at the end of the week as he was at the beginning". Concept N o . 1
defined income as "the m a x i m u m amount which can be spent during a period if there is to
be an expectation of maintaining intact the capital value of the prospective receipts (in
m o n e y terms)". So capital value in thisfirstapproximation is a capital sum measured in
money terms. Hick's concept No.2 defined income as "the m a x i m u m amount that the
individual can spend this week, and still expect to be able to spend the same amount in each
ensuing week". Capital in this second approximation is the stream of future periodic
expenditure (on consumption). Concept No.3 modified this second concept by the
introduction of in real terms to the future expenditure For the analysis here it can be
ignored as results similar to No.2 are obtained.

Relaxing the assumption of future certainty, suppose that advice is received immediate
after the receipt of the annual instalment (that is, on thefirstday of the next period) that in
future the annuity will be $11,000 per annum. There is no change in the rate of interest
Immediately the present value of the annuity will increase to $220,000. N o w in terms of
Hick's concept N o . 1 "capital value" is interpreted as the "capitalised present value". Thus,
if from thefirstday of this n e w period only the future is considered, then the capital
maintenance condition is met. Future income will be $11,000 and its present value based
on expectations will continue to be $220,000.

A similar picture emerges when considering Hick's concept No.2 based on maintenance of
current and future expenditure. Looking to the future only, the condition of maintaining
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expenditure is met; but comparison with the past period raises a discrepancy of $1,000
between the past income and future expected income. H o w should this be adjusted if the
objective was equality of expenditure each period, including the past period? In this simple
case the present value technique does not cause problems provided it is directed solely to
the future, but it fails to meet its o w n rule of mamtaining expenditure this period and all
future periods immediately the past period is included. The example will n o w be extended
to a change taking place during the current period.

Suppose that on the last day of the year advice was received that the amount of the annu
would be increased to $11,000, per annum from the next year, and it was believed that this
increase would be continued in the future. Immediately the present value would increase
to $220,000. If capital maintenance means maintaining the capital value of prospective
receipts (Concept N o . 1), then the expected increase in annual income has caused an increase
in the present value of $20,000. N o w in the previous example the increase in expectations
occurred on thefirstday of the year, and thus did not affect the previous year. However,
in this case the increase occurred on the last day of the previous year

Thus, without

modification the present value approach would treat this increase as income, and total
income for the year on this basis would be $30,000 (i.e., $10,000 cash + $20,000 increase
in P V ) . However, with no additional resources m a d e available, there is no cash or other
fund from which to finance distribution of the $20,000 increase in present value. This is
significant for a concept advocated for the main purpose of indicating the amount of
consumption possible whilst maintaining capital.

Regarding Concept No.2, there is a discrepancy of $1,000 between the income of the
immediate past period and the expectation of future maintainable income. Hicks (1942),
applying a method from Lindahl (1939), effectively argued that any unexpected change in
value should be quarantined from income.

Kaldor (1955) agreed, regarding these

unexpected changes as instantaneous revisions of capital. While this approach has the merit
of preventing changes in expectations from impacting directly on income, it means that
capital is not a fixed k n o w n quantity thereby raising problems of its measurement for the
purpose of capital maintenance. O f course, with economic income being measured by the
rate of interest applied to the opening present value for a period, the changes in expectations
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recognised the previous period will be included in current income to the extent of the
interest rate.

Concept No.2 was designed to overcome the defect of No. 1 in being unable to cope with
a change in the rate of interest. A third example considers a change in the interest rate used
as the discount rate. Suppose that the sole change to occur during the first period was for
the interest rate to increase to 6 % with the expectation it would continue at that rate for the
future. Without affecting cashflow,this would cause a fall in the present value to $166,667
(= $10,000/.06); a fall of $33,333 to be recouped out of income if the opening present value
is to be maintained in terms of Hicksian concept No.l! Edwards (1938: 115) used an
example where the increase in present value as a consequence of the interest rate fall was
allowed to flow through to income, pointing out that consumption of the increase would be
at the expense of future income. N o wonder that Hicks developed other approximations to
deal with changes in interest rates. Thus, considering Concept No.2, with no change in the
annual cash flow and none expected in the future, consumption can be maintained at
$10,000 per annum.

What these examples demonstrate is that the Hicksian concepts based on calculation of t
present value of future expectations are unable to cope with a change in expectations,
leading Hicks (1946) to conclude that " w e shall be well advised to eschew income and
saving in economic dynamics. They are bad tools which break in our hands"

Kaldor

(1955) identified the reason w h y this is so.

Capital has been interpreted as the capitalised value of the future income stream in th
foregoing analysis. Capital as such does not exist as a separate element, distinct from
income - both are defined in terms of the future net cash flows. A s Kaldor (1955: 62)
demonstrated this approach eschews any connection between the notions of capital and
income. H e wrote:
In Hicks the source disappears as a separate entity - capital appears only as the
capitalized value of a certain future prospect and income as the standard stream
equivalent of that prospect. Capital and income are thus two different ways of
expressing the same thing, not two different things. (Italics added)
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The point is also demonstrated by contrasting maintenance of the current/future income
stream with capital as a separate amount. Again quoting Kaldor (1955: 62):
...'the m a x i m u m amount the individual can spend this w e e k and still expect to be
able to spend the same amount each ensuing week' is thus not necessarily identical
with 'the m a x i m u m amount the individual can spend this w e e k after mamtaining his
resources intact; and w h e n the t w o differ, the former notion ceases to have any
operationally definable meaning'. The reason for this is that Income and Capital are
separate but correlative notions; and neither could be endowed with a definite
meaning in entire abstraction from the other.
Put simply, present value concepts do not include "separate but correlated" concepts of
capital and profit as these terms have been understood and applied by accountants in
practice. Capital as the term is used in externalfinancialreporting denotes the contribution
of economic resources to the entity by those with ownershiprights;or, in the case of a
company, the funds contributed by its beneficial owners, the ordinary shareholders. Capital
constitutes a source of fundsfinancingresources. Profit is the increase in those resources
from their use, this increase accruing to those with ownershiprights,or, in the case of a
company, the beneficial owners; it is a genuine increase over and above the contributed
capital. It is assumed, of course, that the economic resources are being measured on a
consistent basis throughout this process of comparison

Thus measurement of profit for a past period for the purpose of ascertaining whether ca
- a paid in fund - has been maintained is an altogether different problem from measuring
economic income for a future period using present values, i.e. iPV,.,. The concept of
present values is based on the total future net cash flows expected from the economic
resources less the amount of the discount, and as such it does not include a separate concept
of capital (or economic resources for that matter). While present values are a valid concept
of total discounted net cash flows, selection of the discount rate is usually decided by top
management on the basis of their calculations of the weighted average cost of capital, or
their expected rate of return. Thus "i" in the above identity is not related to the net cash
inflows of any period. Yet once selected it becomes the means for determining "periodic
economic income", given the N C F s for the entity.

The only potential reality present in the calculations is the future NCFs. Thus, in cont
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with accounting profit, there is no concept of capital as a separate identity independent of
the cash flows, nor of assets representing it, and there is no concept of profit as a separate
but correlated identity increasing the capital. Whereas periodic accounting profit is primarily
grounded in actual operating transactions of the period, and depreciation based on past
transactions. Furthermore, the particular concept of periodic accounting profit can be linked
directly to the related concept of contributed capital.

Clearly, the accounting concepts of capital and profit are rooted in the past - which is n
to deny that for a continuing entity, unless distributed, they will be represented by assets,
all of which will have reference to the future. T h e function of capital maintenance in this
context m e a n s that the profit is a genuine increase over contributed capital, and as a
consequence, any dividends paid from past profits will not represent a return of capital
Present values are incapable of performing this function since they fail to distinguish
separate but correlated concepts of capital and profit. It should be emphasised that this
inherent conceptual flaw in the use of present value calculations for capital and profit
measurement for a past period is irrelevant to their use in calculations related wholly to the
future, particularly in project evaluation.

In addition to accounting theorists who accept present values as providing an ideal for p
measurement assuming conditions of future certainty, others have attempted to apply them
in a mixed model in the more realistic conditions of future uncertainty. The mixed model
is derived from the relationships of the terms as previously defined. For example, it follows
from the present value definitions in conditions of certainty that:
iPVM

=

NCF(t) +

(PV t

-

PVM)

Thus income for a period is set equal to the net cash flow for that period plus (or minus) the
change in present value. In conditions of certainty with no change in expectations during
the period, the expected net cash flows are realised, and the equality will hold by virtue of
the definitions and the relationships postulated. Nothing more fundamental should be read
into this - those definitions and the relationships still suffer from the weakness highlighted
by Kaldor (1955). Nevertheless, the expression on therighthand side has been used as an
approach to the measurement of profit in conditions of uncertainty, with the change in
present value being regarded as "economic depreciation". A s present values relate wholly
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to the future, the validity of combining the change in them with the actual net cash flows to
get a measure of past profit is questionable.

Shwayder (1967), who pointed out many weaknesses in applying present values, highlights
this point in his examples. Applying this approach to the uncertain conditions of the second
example above where the perception of the increase in the annual annuity of $10,000 to
$11,000 was recognised on the last day of the period, gaveriseto an income for the period
of $30,000; that is, the actual cash flow of $10,000, plus the increase in present value of
$20,000. Clearly, as already argued, the present value increase of $20,000 is not available
for consumption without realising part of the investment from which it is to be earnt, or
borrowing against it which will also have an adverse impact on the level of future income
But to do so would diminish the capital, and thus defeat the purpose of the measurement
The change in present value in this approach, often referred to as economic depreciation is
n o w examined.

Economic "depreciation"

It is pertinent to ask whether it is useful to describe the change in the present value
N C F s as economic depreciation, bearing in mind that in periodic profit measurement
depreciation expense describes the charge against revenue for capital consumption. T o
answer this question it isfirstnecessary to review the nature of economic income. Then
economic depreciation under conditions of certainty in which ex ante and ex post N C F s are
equal is examined. The analysis is next extended to allow for future uncertainty. Hotelling
(1925) w a s an early writer w h o suggested basing depreciation on present values. The
Ladelle-Brief-Owens model modifies the present value approach by scaling the present
values back to the cost of the investment to eliminate "excess depreciation". In summary,
it is explained w h y economic depreciation is not suitable for periodic profit measurement for
a past period.

Economic income calculations for a future period do not include a specific charge like
accounting depreciation. Economic income is an ex ante concept, defined for a particular
period ended at time t as simply iPV,.,; that is, the rate used in discounting applied to the
67

opening present value. A s previously stated, present value is simply the total future net cash
flows, less the amount of the discount. N o w this present value incorporates all perceived
future N C F s up to the plarining horizon, and, because of this, the economic income of a
particular period could be characterised as a "weighted moving average". A s Barton (1974:
675) explained, the average depends to a decreasing extent on N C F s in periods 2 through
n (as well as on thefirstperiod), and it has no direct relationship either to Fisher's money
income or to the earnings of afirm,based on actual cash flows of a past period

It is futile to apply the economic concept to a past period because economic income is
composite return calculated on all future NCFs. However, assuming that an attempt is made
to apply the economic concept to a past period by commencing with the actual cash flows,
then an adjustment is required to reconcile the N C F s with economic income. Assuming
future certainty, the change in present value of the period provides the amount of this
adjustment by virtue of the relationships of the model. And economic income ex ante will
equal its ex post counterpart, calculated as explained. A n example should help to clarify
these relationships. Suppose that an investment expected to yield N C F s of $400 per annum
over the next three years is discounted at 1 0 % per annum, giving a present value of $994.74
After one year, the remaining P V is $694.21. Assuming that expectations for thefirstyear
are realised, the N C F will be $400. The change in present value for the year is $300.53
($694.21- $994.74 = - $300.53). Economic income ex post can n o w be calculated as:
NCF ( t ) +

(PV t

400

300.53

-

PVM)
=

$99.47

However, once the assumption of future certainty is dropped, there are dangers in
attempting to calculate economic income ex post from the N C F s and change in the present
value.

To demonstrate these, suppose that at the end of the first year the NCF for the first
$450, and expectations of N C F s n o w expected in years 2 and 3 are revised to reflect
improved trading conditions. The revised cash flows are $500 in year 2, and $750 in year
3. The change in present value at the end of year one is $79.64 ($1074.38 - 994.74), and
income for year one becomes $450 + $79.64 = $529.64. Hence, as a consequence of the
improved cash flow and expectations, economic depreciation becomes economic
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appreciation. This relatively significant change demonstrates the point that changes in the
present value will reflect changes in expectations from all sources, including any changes in
the discount rate used by management. Again, the $79.64 cannot be distributed without
impacting on future income.

Previously Lindahl (1939), Hicks (1942) and Kaldor (1955) were quoted in support of the
proposition that changes in expectations should be excluded from economic income, being
more properly regarded as revisions of capital. Presumably then, on this basis, the
unexpected increase of $50 in the cash flows of thefirstyear together with the increase of
$79.64 in the present value arising from the higher expectations would be excluded from
current income which would remain at $400. But not, of course, according to the approach
summarised in the above equation. The alternatives here are stark: on the one hand the ex
post concept of economic income can be viewed as being no different from its ex ante
counterpart, in which case it is redundant; or, on the other hand, the ex post concept may
be redefined to base it on actual transactions, thus severing the link to expectations of the
current period. The economic concept appears most consistent when it relates wholly to the
future; and it does not appear to have a satisfactory conceptual counterpart in the past

By using actual cash flows for measurement of economic income for a past period this
approach appears similar to measurement of periodic accounting profit. Both include
operating cash flows, although for accounting these m a y be adjusted to measure profit for
the period in accordance with the concepts of realisation and cost allocation, but here the
similarity ends. Accounting profit, in addition to a charge for the use of the services of noncurrent assets, will include interest expense for the period, the return to the suppliers of nonequity finance. The main difference is economic depreciation calculated from the change
in present values. But basing depreciation on the change in present value is not a n e w idea

Hotelling (1925) was an early writer who used present values in calculating depreciation
For him, the value of a machine was measured at the present value of its expected future net
rentals (revenue less operating costs) plus the present value of its salvage value, and
depreciation w a s simply the change in this value for a period. His method would yield a
similar pattern of depreciation expense to "economic depreciation" Wright (1964) also
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employed a present value approach but one based on the concept of opportunity value,
which he derived from Canning's (1929) opportunity difference. H e defined opportunity
value as "the least costly of the alternatives avoided through owning the services". Thus
depreciation for him was the periodic change in the (minimal) annual replacement cost of
the services.

A third present value method of calculating depreciation is the Ladelle-Brief-Owens mo
based on ideas put forward by Ladelle in 1890 (Skinner, 1999). With an exception to
correct for "excess depreciation" through including the net present value in the depreciation
charge, it is similar to economic depreciation. Basically this method scales the N C F s by the
ratio of cost to beginning present value, thereby ensuring that only the cost of the investment
is depreciated. This method would yield a lower depreciation expense than economic
depreciation for investments with a positive net present value.

To conclude, so-called economic depreciation arises when an attempt is made to measure
economic income ex post for & past period - not by the usual forward looking method - but
by using the actual cash flows of the completed period, much as the accountant does
According to the formal relationships of the present value model, the period's N C F s need
to be adjusted for the change in the future present value in calculating economic income.
A n example was used to demonstrate that there is no necessary logical connection or
relationship between economic income ex ante and economic income ex post, and it does
not appear possible to reconcile them. The main weakness of this approach to measurement
of economic income ex post is the inclusion in that income of changes in expectations those realised as well as those recognised - in the current period. This is inconsistent with
the exclusion of such changes from the ex ante concept. Lack of comparability with its o w n
ex ante concept suggests that economic income ex post is of limited use. Parker and
Harcourt (1969: 5) supported Hicks' (1946) claim that his concept of income No.l was
"almost completely objective", a claim challenged by Kaldor (1955). Moreover, as is well
known, Hicks himself decried the uselessness of his income concepts for "breaking in our
hands". The relevance of "economic depreciation" was questioned in this context

Using Kaldor's (1955) reasoning it was shown that present values do not incorporate
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separate but correlated notions of capital and profit, and that they do not include capital as
a distinct identity independent of profit. Lacking the ability to express capital as a sum in
its o w n right means in effect that capital maintenance is an empty concept, there is no
separate capital amount. This is a fatal flaw in relation to measurement of periodic
accounting profit for the purpose of disclosing funds available for distribution whilst
maintaining the contributed m o n e y capital. Furthermore, any concept for measurement of
periodic monetary profit for a past period needs to be able to cope with all transactions in
the existing market conditions, including any that were "unexpected". A n example was used
to demonstrate w h y the Hicksian concept of individual economic income based on
"capitalisation" of expected future N C F s could not be used as an "ideal" in any sense for the
measurement of periodic accounting profit. Indeed, as argued above, the concept of
economic income, an ex ante concept, does not appear to have a definite ex post
counterpart.

It should also be noted the method of calculation of economic income does not directly
identify an independent base for calculation of the rate of return on a particular investment
outlay. Although the investment cost is included in calculating net present value, and is
relevant to the decision whether to proceed with the investment, that initial cost has no
direct bearing on the measurement of economic income. The question thus arises of the
relationship between accounting and economic rates of return

Accounting and economic rates of return: can they be compared?

Fisher and McGowan (1983: 82) compared the accounting rate of return with the economic
rate, and found it wanting. The frequent use of accounting rates of return as indices of
monopoly power by economists and lawyers provided the context for their examination.
They believed this use to be valid "only to the extent that profits are indeed monopoly
profits, accounting profits are in fact economic profits, and the accounting rate of return
equals the economic rate of return". The economic rate of return corresponds to the
internal rate of return, being the rate at which the future N C F s should be discounted so the
their present value equates the investment cost. Provided this latter condition is met (that
is, N P V is zero) it will also correspond to managements' desired rate of return or weighted
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average cost of capital wherever either of these rates is used as the discount factor. The
accounting rate of return expresses profit for the period as a percentage of the average
investment calculated using book figures.

In responding to their criticism Demsetz (1995) carefully explained that accounting pro
calculated for a past period is essentially backward looking, whereas economic income is
based on the future. Demsetz (1995) acknowledged that different cash flows could be
selected which would achieve Fisher and M c G o w a n ' s (1983) stipulated 1 5 % economic rate
of return, and agreed with them that it would be "pure happenstance" if the accounting
profit rate were equal to the economic rate of return, emphasising that there is no necessary
correspondence between the two rates.

However, the telling point of his rebuttal was that their demonstration assumed knowledg
of the cash flows over the life of the project, and with that knowledge the accountant too
could prepare a report showing the rate of return over the life of the project. Indeed, in
advising management on this investment, the management accountant would have isolated
and estimated its present value in relation to the net cash flows associated with the
investment. But, of course, life is not quite like that for thefinancialaccountant called on
to prepare a periodic profit statement for the past period based on actual cash flows for the
whole firm as a continuing entity.

Two additional points may bear repeating. First, economic income is an average "standard
stream equivalent" (this expression takes its meaning from the definition of income, for
example, m o n e y income or real income, to name two) for which the net cash flow for the
current or next period is but one of several future N C F s entering into the calculation. Thus,
in contrast to accounting profit, it is not based on actual transactions. Second, Fisher and
M c G o w a n (1983) referred to the change in present value as the "natural" depreciation
formula. However, in this case, this is simply the cash "recovered" and available for reinvestment; as earlier explained, it is not depreciation comparable in any sense with the
conventional accounting usage of the term. N o re-investment assumption is discussed by
the authors.
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Demsetz (1995) then challenged the authors' conclusion that the information provided by
the accountant is useless by arguing that earnings have a useful role because they can be
compared to expectations of earnings. Such a comparison will be valid provided the
comparison is carried out using the same terms. Following reference to several studies on
the information content of accounting profit data Demsetz (1995) carried out his o w n
research on 489 manufacturing concerns with accounting reports available over the period
1962 to 1981. Table 5.2 reported t statistics from regression across stocks of stock price
on accounting profits per share over the period. Demsetz (1995: 101-4) concluded that
"[ojverwhelmingly, contemporaneous accounting profit per share influences stock price in
the expected direction". Other results were also reported. O f course, mainly due to inability
to forecast the future, accounting data are far from perfect. In this connection Demsetz
particularly referred to difficulties posed by failure to capitalise expenditure on advertising
and research and development, comparing treatment of these intangibles unfavourably with
that of expenditure on physical assets.

It is significant that Demsetz (1995) expressed accounting profit as a rate in relation
prices. This avoids the weakness of calculating the accounting rate of return on the book
amount of cost less accumulated depreciation for firms with similar cash flows. Different
patterns of cost allocation resulting from the use of different depreciation methods will cause
the rate to vary. O f course, due to future uncertainty, it will not be possible to evaluate the
pattern of cost allocation until conclusion of the project and even then the appropriate
pattern m a y not be clear. The economic rate of return also suffers from an internal
weakness: it appears to be circular in that the only potential reality included in the
calculation is the future N C F s . Thus the "capitalised" present value represents the future
cash flows discounted at the selected rate, and economic income is the amount resulting
from applying this rate to the period's opening present value. It is clear that accounting and
economic rates of return have hmitations, and that care needs to be exercised in their
interpretation. H o w expected accounting profits can be compared with their actual
counterparts is an issue that is returned to after considering a suggestion for evaluating
performance in a w a y that uses elements of both accounting and economic earnings.

Edwards, Kay and Mayer (1987) have also considered the relationship desirable between
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accounting profit and economic income, and have recommended a reconciliation based on
the concept of value to the owner, largely based on replacement cost, and which they believe
could provide relevant information, particularly for evaluation of performance. But first
these authors, in noting "there is n o w virtually universal acceptance in the academic
literature of the view that income measures should be based on the present value of the
earning power of an individual or firm" (Edwards, K a y and Mayer, 1987: 2), distanced
themselves from a present value measure of profit of the firm for a past period. They saw
little use for the ex post concept of Hicks (1946) for predicting future maintainable income
when the ex post counterpart was affected by unanticipated events, luck or misfortune and
further questioned whether capital maintenance w a s relevant to the firm. Investors,
creditors and economists are m u c h more interested in assessing performance. They also
drew attention to the ability to calculate Hicksian income from the stock market value of the
shares, assuming that is the best evidence of present value. They did not discuss the
accounting concept of capital maintenance.

The essence of their proposals for evaluating performance of a company is to to provide
opportunity cost measure of the value of the assets employed, with nominal profits equalling
the change in net assets for the period (abstracting from capital changes) and conversion of
this nominal profit to real profit by a charge for the rate of inflation on the beginning net
worth. Besides being of use for assessment of performance, this real accounting profit could
be compared with the cost of capital, and, subject to expectations being fulfilled over the
period, used to ascertain whether there were any barriers to entry (Edwards, Kay and
Mayer, 1987: 125). Another method for reconciling accounting and economic approaches
is n o w considered.

Economic value added (EVA)

Economic value added, or EVA, is a technique for evaluating current earnings using the
present value approach.

A s previously explained present value is a total concept,

comprising the total expected N C F s less the amount of the discount. Expected income for
a period is the rate of interest or discount applied to the opening present value for that
period; it is an ex ante concept. E V A enables the ex post earnings for a period to be
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evaluated using elements of the present value approach.

Using accounting profit to evaluate managerial performance has long been a cause of uneas
(Brealey and Myers, 1988). Even if expected investment cash flows are matched by actual
cashflows,differences in accounting depreciation and "economic" depreciation cause rate
of return calculations to be different. In addition, the calculation of accounting profit does
not include directly any return to the suppliers of the equity funds. Brealey and Myers
(1988: Table 12-4, 268) provide an example where the "true [economic] rate of return" on
each investment is 1 0 % but the "book rate of return" is 12.6% in a "steady state". Thus the
differences do not "wash out" in the long run. These authors list four "errors" in "book
measures of profitability". The so-called errors are from the perspective of their lack of
suitability for assessing managerial performance.

However, Brealey and Myers (1988) had identified the real cause of the problem: namely,
motivating managers to invest on one basis (present values) and then evaluating them on
another (accounting or book rate of return). This is bound to cause angst among the
managers so evaluated simply because each method yields a different answer Sub-optimal
decisions could result. The solution is equally clear: the performance of managers should
be evaluated using the same basis as they used, or were motivated to use, in recommending
investments. Thus, the one set of criteria should be used for selecting the investments, and
subsequently for assessing the performance of managers. The difference, then, between the
two evaluations is essentially one of the time perspective adopted.

Given that top management usually sets the discount rate, or the required rate of return
expected net cash flows are the main determinant for the ranking and selection of investment
projects. Thus thefirstcriterion would be the extent to which actual net cash flows match
their expectations. Managers could then be evaluated on this basis, and rewarded for
superior performance. While Brealey and Myers (1988) provide for a "postaudit" of the
actual expenditure within a short time of commissioning of the project, which would most
likely include the early operating cash flows, they leave subsequent comparisons to routine
accounting reporting. But the operating accounting budget and subsequent performance
report for the relevant division or unit is unlikely to identify cash flows by project. M a n y
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projects will be joint, and the allocation of joint revenue and expenses would be arbitrary.

Moreover, it would require a high level of commitment and planning of the information
system to match budgeted "cost savings" of particular projects, for example, with their
actual counterparts. Nevertheless, it is important that the comparison of cash flows be
carried out for the full cycle of the investment, otherwise middle managers with
responsibility for recommending projects will be motivated to inflate the expected net cash
flows for the later years of the project's life. Indeed, "upwardly mobile" managers m a y
believe that theriskof incurring a penalty for failure to achieve cash flow targets from, say,
the fourth year of a project is relatively low, particularly if, in the view of such managers,
they are likely to have m o v e d on by then.

However, given that top management wishes to evaluate managers on a rate of return basis
using actual results the dilemma remains: h o w can this be achieved using accounting figures?
Brealey and Myers (1988) suggest that the least the accountant could do would be choose
a depreciation pattern that matched economic depreciation. These authors accepted that it
would be expecting too m u c h to have the present values recalculated for each project each
period. This is where E V A enters the picture. E V A in effect assesses profitability using the
actual operating cash flows for the project together with economic depreciation and a
charge for the use of equity calculated at the discount rate. This can be done by two main
adjustments to accounting profit

First, accounting depreciation is adjusted to economic depreciation, the latter being de
as "the reduction in the salvage value of the capital" (Grinblatt and Titman, 1999: 331)
Presumably, with P V s not being recalculated at the end of each reporting period, this
involves reference to market selling prices relevant at the end of each period. Second, a
charge is included for the "opportunity cost" of capital by applying the discount rate
(management's cost of capital or required rate of return) to the opening amount of the
investment for the period. The periodic depreciation expense and the imputed charge for
use of capital are linked in that the ccbook amount" of the investment at the beginning of
each period is calculated on the cost less accumulated depreciation. The adjusted profit is
the E V A for the period. This E V A has the property that the discounted present value of the
76

periodic E V A s over the life of the investment equals the N P V . This equality is not disturbed
by different depreciation methods. Thus, where I is the investment market selling price and
r the discount factor (Grinblatt and Titman, 1999):
EVA(t) =

NCF ( t ) -

0,, - LJ - ri,.

The method has the advantage of focussing attention on the cash flow assumptions and
discount rate assumed w h e n the investment w a s undertaken by comparing them with the
actual outcomes. Allowance would need to be made for different cash flow realisations, and
also for the fact that accoiinting profit m a y include as expense the actual interest on debt for
the period. This means that the second adjustment referred to above should have the actual
interest expense deducted.

An example should clarify these points. Assume an investment cost of $900 yielding
expected net cash flows of $400 per annum for three years. Discounted at management's
assumed rate of return of 1 0 % per annum gives a P V of $995, and N P V of $95. The
investment is proceeded with and the expected cash flows are realised. Suppose that in
calculating accounting profit, straight line depreciation is used, and then, alternatively sumof-digits. These results are contrasted with those resulting from the use of economic
depreciation.
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Calculation of EVA from accounting profit
Time
0
i) Straight line depreciation
Net cash flows -$900
less depreciation

1

400
300

2

3

400
300

Total

400
300

Accounting profit
100
100
less opportunity cost of capital _9Q
-6Q
Economic value added
40
IQ
P V of E V A (discounted at 1 0 % ) 9
33
Investment at beginning of period (cost less depreciation)
600
$900

300

ii) Sum-of-digits depreciation (ratio of 3:2:1)
Net cash flows -$900
400
400
450
300
less depreciation

400
150

100

$300

JO
70
53

$95

250
J5
235
177

-50
100
Accounting profit
less opportunity cost of capital _9Q
_45
-140
Economic value added
55
45
-127
P V of E V A
Investment at beginning of period (cost less depreciation)
450
$900

150

iii) Economic depreciation (change in PV)
Net cash flows
-$900
400
less depreciation (see below)
300

400
331

400
364

Economic profit 100 69 36 $300
less opportunity cost of capital 100
Economic value added
_")
P V at beginning of period
$995

_69
Q
695

_36
_
364

$300

$95

iv) Economic depreciation (change in PV scaled to $900)
Net cash flows
-$900
400
400
400
less depreciation (see below)
271
300
329
Economic profit 129 100 71 $300
less opportunity cost of capital _90
.63
-22
Economic value added
12
_2
H
PVofEVA
35
31
29
Investment at beginning of period (cost less scaled depreciation)
$900
629
329

PV

$995

695

364

Economic income
NCF ( t ) + (PVt - PV,.,)

$100

69

36

78

$95

Calculation of economic depreciation change in P V
300
271
Scaled by factor 0.9045226
to reduce to cost of $900

331
300

364
329

Proponents of E V A believe that its use providesfiguressuperior to accounting profit for the
evaluation of managerial performance. Certainly, inclusion of an amount for the cost of
capital serves to bring accounting profit into closer alignment with economic income. Part
iii) confirms the expected result, namely that, w h e n all expectations are realised and full
economic depreciation is included, economic income equals the opportunity cost of capital
and E V A is zero. This assessment of a manager's performance has the merit of being on
the same basis as the investment decision, except that actual cash flows have replaced those
that were expected. In this sense it is a hybrid, combining aspects from both the accounting
and economic approaches.

However, if it is agreed that total depreciation over the life of the investment should n
exceed its cost, then part iv) provides the scaled d o w n economic depreciation, which yields
an E V A of approximately the same amount each period. The total present value of the E V A
has the property that it is equal to the N P V of the investment. Although the different cost
allocation patterns of the two accounting depreciation methods affect the distribution of the
E V A significantly, the s u m of the present values of the periodic E V A s continues to equate
the N P V . M o r e importantly, the calculation of the cost of capital based on the declining
investment cost does not vary significantly between the three methods (i), ii)and iv)},
suggesting that this adjustment can be used in the assessment of managerial performance

Superior performance in the sense of higher than expected cash flows in the period relev
for the evaluation would be reflected in an increased E V A and, bearing in mind that the cash
flows expected for future periods will not be recalculated each period, a present value of the
total E V A s (actual past, and future as appearing in the initial investment proposal) in excess
of the N P V . Thus, this evaluation, to the extent that it mirrors the relevant method and
data, has the potential to provide a more relevant measure of managerial performance The
depreciation method remains troublesome.
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Adjusting accounting depreciation to economic depreciation using the original present value
calculations appears to confer the advantage of consistency with present value calculations.
Yet, unless the "depreciable amount" is scaled back to the investment outlay as
recommended in the Ladelle-Brief-Owens method, excess "depreciation" m a y be charged.
It will be recalled that Grinblatt and Titman (1999) substituted the fall in the market value
of the investment for depreciation. But that has the disadvantage of introducing possible
temporary fluctuations in market values which are unrelated to the expected N C F s (and
profits) over time on which the investment w a s predicated. A n advantage of accounting
depreciation based on cost, is that it systematically allocates the net cost over the expected
useful life of the asset. Thus, so long as the allocation policy is known, and it is being
applied, no adjustment m a y be required. For consistency, the opportunity cost of capital
could be calculated on a similar basis. It is unlikely for a single investment that any loans
have been specifically identified with that investment, meaning that no adjustment would be
required for interest expense.

The comparison of the expected net cash flows with their actual cash flow counterparts
presupposes that the latter have been classified for completed periods by individual
investments. Assuming that this is so, and absent any unexpected changes in expectations,
should enable the initial cash flow projections for the remainder of the investment's life to
be used in the evaluation. O f course, if conditions changed markedly from those expected,
then the future net cash flows should be recalculated.

The foregoing analysis applied to a single investment. When the evaluation relates to a
whole division with a range of investments, including different depreciation policies, the
comparison of the planned and actual data, and making appropriate adjustments, m a y prove
difficult. Nevertheless, it should be possible. For example, if a desirable adjustment of
depreciation expense is not possible, periodic E V A should still be able to be estimated by
including a charge for the opportunity cost of capital. However, in the case of a division,
it m a y have incurred, or have been allocated, interest expense which should be allowed for
in the adjustment. The undoubted appeal of the method is that it provides a basis for
evaluation which reflects the basis on which the original decision was taken The necessity
for evaluations to be on a comparable basis is n o w explored further
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E x ante and ex post comparisons

I have argued that the concept of economic income based on capitalised expectations is not
suited as a benchmark against which accounting profit m a y be measured. In addition, the
accounting rate of return is inappropriate for evaluating managerial performance, this
discussion highlighting the need for the evaluation to use the same criteria as were drawn
upon in the initial decision. This picture n o w needs to be completed by outlining the ex ante
accounting concepts which are relevant to ex post accounting concepts.

Management's strategic decisions are reflected in plans for the future; choice among the
alternative investment plans that match their vision m a y be determined on the basis of their
estimated present values. Management's expected N C F s for each investment will be
discounted at their expected return, or weighted average cost of capital, and investments
which yield a positive net present value and match the investment profile in addition to any
budget constraint will be accepted. The expected N C F s are ex ante subjective estimates of
management. The cost of the planned investments will be included in the capital expenditure
budget for the relevant period.

Other ex ante accounting statements contributing to the management's planning function
are the budgeted operating statement (profit and loss statement), budgeted cash flow
statement, and budgeted balance sheet. These will be accompanied by detailed schedules
covering such diverse things as sales, and investments in the futures and bills markets. At
the close of a reporting period, and depending on the level of responsibility, a performance
report contrasting actual activity with planned activity will be prepared using flexible
budgeting for each level of responsibility.

As part of management's control function each performance report will include both ex ant
and ex post measures. It is important that the "before and after" measurements apply the
same basic concepts. For example, it would clearly be wrong in evaluating the actual
operating cash flows to compare them to relevant items disclosed in the budgeted profit
statement - they should be compared with the cash budget Indeed, operating budgets take
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this concept a stage further by requiring, in addition to conceptual sameness, that the budget
activity levels be revised to reflect the actual volume. This is commonly referred to as
flexible budgeting. Further, for the budgeted profit statement to be comparable with its
actual counterpart, both should be based on the same concepts of capital and profit.
Moreover, this sameness of concepts should extend to all the measurements employed,
including depreciation methods, for example.

Senior management and the board of directors of a company should receive regularly the
summary performance reports covering operations, cash flows andfinancialposition. The
directors of a public company are obliged, in addition, to report to their shareholders in
general meeting on the operating results and "state of affairs" as part of their accountability
to external users. These reports, although having reference to the future, m a y be regarded
as basically ex post, or historical, telling a summarised story of what actually happened in
the past period, and the position reached. T o repeat, if the directors wished to compare the
actual results with expectations then the comparison should be with budgets based on the
same or related concepts.

Relationship of market values to net cash flows

An attempt has been made to establish a logical link between the current replacement pr
of an asset and its future expected net cash flows. Proponents of current cost accounting
(Revsine, 1973, for example) have accepted replacement income as a surrogate for
economic income. Barton (1974), himself an advocate of current cost accounting, refuted
the argument that the use of current market values, particularly current replacement costs,
in externalfinancialreports can be justified on the ground that, as market values, they
represent a valid measurement of the present value of future net cash flows. Advocates of
this latter view obviously accept economic income as the ideal. In S F A C No.7 the F A S B
gives present value calculations a role in calculating fair value where no objective market
price is available.

Adopting the usual assumptions of the neoclassical model Barton (1974) pointed out that
the equality of market values and present values would hold only for the marginal purchase
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of a capital good, and that prior purchases would yield a positive net present value, or
profits in excess of the discount rate. Perhaps this could be viewed as a "purchaser's
surplus", analogous to consumer surplus. O n this point, his analysis w a s accepted. In doing
so, however, Revsine (1976) claimed that Barton (1974) had confused equahty of current
market value and present value, with a surrogate relationship Revsine asserted existed
between them.

Another issue w a s the relationship of these concepts subsequent to

purchase. Lack of understanding of surrogation, however, w a s the principal charge levelled
at Barton (1974).

In his response Barton (1976) drew attention to the fact that surrogates are only needed
where the principal cannot be measured directly, and that evidence is required to show that
the surrogate is a reliable substitute. Surrogation appears to be similar to argument by
analogy, in which it is incumbent on the proponent to demonstrate that essential attributes
are similar, conceptually and empirically. However, by being based on the assumptions of
perfect competition, Revsine's argument is wholly analytical. If this is so, the remarks of
Robbins (1937) and Larson (1969) are apposite.

Robbins (1937: 66) remarked:
Scientific generalisations, if they are to pretend to the status of laws, must be
capable of being stated exactly. That does not mean ... that they must be capable of
quantitative exactitude. ... But w e need to state it in such a w a y as to m a k e it relate
to formal relations which are capable of being conceived exactly.
Following Carnap (1962), Larson (1969: 43) supported a similar notion of exactness at the
conceptual level in these words: "Exactness simply means that the construct should be
stated in such a w a y that its relations with other constructs will be clearly determinable".
Basically, they argued that at the conceptual level there should be exactness in the concepts
and relationships postulated. Surrogation simply has no place unless the relationship
between the principal and the surrogate can be stated exactly. Robbins (1937) in particular
distinguished exactness at the conceptual level from accuracy in measurement; variations in
the latter could be tolerated but not the former. A s Barton (1976: 161) pointed out present
values could in theory exceed current market prices "by anything from zero to almost
infinity".
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Barton (1976) also effectively refuted Revsine's (1976) criticism that he had failed to
provide reasons for the statement that there is no necessary relationship between current
replacement prices of existing assets and their present values after the date of purchase. The
reasons, included in the text of the original article, had apparently not been understood. The
main point is that the relevant value of the asset is n o w its market selling price, which also
permits a measurement of its opportunity cost. Robbins (1937) made the more general point
that there is no logical value relationship between past prices and estimates of future prices.

In an attempt to sustain the surrogate relationship Cook and Holzmann (1976: 779) invoked
the likelihood that, "in the long-run competitive case, product and asset market adjustments
lead to the expectation of only normal profits" and, at the optimum long run asset level, "the
total present value of all units purchased equals their total cost, and the average, or per unit,
present value of all assets purchased equals their unit cost at the optimum asset level" (784)
Conceding that market price of a fixed asset does not, in general, measure its "marginal
present value", these authors then claimed that market price provides a satisfactory long-run
measure of a profit-maximising firm's "expected per unit present value", the latter is of
course an average. Their analysis raises some intriguing questions

The example used by the authors is based on a single fixed asset, additional units of whic
can be purchased over time. Their assumptions, which follow, are observed throughout the
analysis. In accordance with perfect competition, market participants are assumed to have
equal knowledge and economic goals and there are no entry or exit barriers for either firms
or resources (780, n6). A n "homogenous asset" (invested in by the single firm under
analysis) has a multitude of buyers and sellers with the result that none can influence the
price at which it is traded. This condition is assumed to extend to the various markets in
which the asset m a y be bought and sold throughout its life, thus ruling out any differences
between "entry" and "exit" prices. Further, "all firms purchasing the asset combine it with
various other factors of production in order to produce and sell their products in competitive
markets" (Cook and Holzmann, 1976: 780). Market supply is also assumed to be an
increasing function of asset price, and the demand curve for the asset is assumed to be
downward sloping.
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The firm is characterised as being faced by a marginal asset present value curve which first
increases and then decreases, similar perhaps to the normal product life cycle, although no
information is given on the product produced by the firm. C o o k and Holzmann's (1976)
claim, mentioned earlier, that in optimum long-run equilibrium with expectation of normal
profits, "the average, or per unit, present value of all assets purchased equals their unit cost
at the optimum asset level" and that the average will provide the motivating force for the
firm is challenged on several grounds.

First, the average is not the relevant motivating force. The firm will be motivated to ex
production to take advantage of the opportunity to earn pure profits. This it will do
immediately within the constraint imposed by its production function, the number of units
already in production, and the demand for its product.

O n the basis of the given

assumptions, thefirmwill expand investment in the fixed asset until the present value of the
marginal unit is equal to or not less than its cost - the market price. The existence of an
active market for usedfixedassets will allow thefirmto assess the risk from over- or underinvestment; it also provides an alternative source of supply. In addition, the firm m a y be
motivated to consider producing other products but, as this possibility is not considered by
Cook and Holzmann (1976), it is not considered here, although it would provide a further
"opportunity cost" for evaluating the current investment as well as future investments.

Each period the firm calculates the number of additional units of the fixed asset to be
so that its marginal investment equals the prevailing price. Given that the firm purchases
more than one unit, the intra-marginal units will earn pure profits thereby breaking the
authors' assumed relationship between the average lifetime cost and present value of the
unit. If the firm bought only one unit per period the cost price would be likely to follow the
path given by the marginal present value curve in Figure 5 (Cook and Holzmann, 1976:
784). However, the possibility of pure profits period by period would still remain if the
present value for that unit exceeded the purchase price.

No doubt there is a range of plausible scenarios based on different assumptions about
market conditions, affecting the number of units invested in each period. The point is that
the firm would take its decisions in the light of the k n o w n market conditions prevailing at
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the time, and its expectations of future conditions. T h e fixed asset is but one of the several
factors to be employed in the production of thefirm'soutput, and a changing fixed asset
cost m a y impact on the marginal rate of factor substitution or transformation. The lead time
needed for integration of planned purchases into production m a y also modify the analysis.
It will depend on many factors, including advertising, availability of staff and staff training,
to n a m e a few.

Butterworth (1982: 106) was scathing in his criticism of the related idea that current va
can be taken as adequate predictors of future cash flows, calling it a "fatal fallacy" due to
the failure to consider other factors besides the cost of the capital equipment which affect
cash flows. H e noted that the ability of a firm to generate future cash flows depends on its labour contracts, the
quality of labour relations, its management skills, its technological supremacy, its
research capability, its exploration and development resources, its c o m m a n d over
output markets, and its c o m m a n d over factor markets other than the market for its
capital assets.
Assuming that these factors are all taken into account, and that the firm constructs its
marginal cost curve period by period, its long run cost curve will be m a d e up from the
relevant sections of the marginal cost curves. The concept of an optimal, average long-run
present value which thefirmworks toward presupposes that the firm has the knowledge of
future conditions to be able to calculate that average. A s previously noted, this supposition
is contrary to the restriction of price information to that currently available.

Thus, restriction of the firm's assumed knowledge to current market prices means that in
the given environment the firm simply does not have the information to be able to foresee
the optimum long run equilibrium position. Even if the firm could foresee the long run
equilibrium position, it would still be motivated to follow the path given by its calculation
of the marginal present value for investment in the productive unit. A n d it would not forego
the possibility of "pure profits" in the short run simply because they were perceived to be
transitory.

In their analysis both Barton (1974) and Cook and Holzmann (1976) utilised the
assumptions of perfect competition, and their analysis w a s very similar. The essential
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difference between them appears to be that, whereas Barton (1974) limits his conclusions
to those supported by the analysis, C o o k and Holzmann (1976) appear to have stepped
outside their assumptions to the prediction of an optimal long run equilibrium.

Interest and money

With the FASB poised to extend the role of notional interest in measuring accounting pr
the reasons for its unsuitabihty in conventional accounting is explained, and a time honoured
expression, the "time value of money", is clarified. The general use of this piece of
accounting and finance shorthand m a y giveriseto confusion. The functions of money,
discussed in Chapter 4, have a bearing on this issue. The question whether present value
measurements should be used in calculations of recoverable amount, an issue discussed in
Chapter 6, is also addressed briefly.

The first issue is whether real money - the coins and notes mandated by government for
settlement of debts - have a time value. O n e dollar tomorrow is all that will be received for
a dollar held today; and it is irrelevant whether "tomorrow" extends to a week or a year.
Extraordinary economic circumstances excepted, the redemption value of the currency is
maintained at its face value or nominal amount. This creates a clear standard for the
community to use in contracts, and for the settlement of debts. Similarlyfree,or noninterest bearing, money balances held in bank cheque accounts will only yield the same
amount of dollars when utilised in the future. Perhaps under the contract with the bank the
amount held m a y be diminished by bank fees. Obviously bank saving accounts which provide
for interest on the balance will yield an increased number of dollars over time. The fact is
that a given sum of money, coins and notes of the particular jurisdiction held over time has
no intrinsic time value, the number of dollars redeemable remains the same. In short, the
time value of money is zero.

The foregoing argument is not, of course, intended to deny the element of truth in the
expression "the time value of money". Normally, w e would all prefer a dollar today in
preference to a dollar in the future. Abstracting from future uncertainty, which would bias
our preference in favour of today's dollar, and speaking of dollars generally, one dollar
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received today could be invested so that it had accumulated interest by a future date and
thus the investment would yield a greater amount than a dollar receivable in the future.
Furthermore, inflation m a y lessen the utility of what can be purchased in the future with a
nominal dollar. Thus a dollar in hand or receivable today is preferable to a dollar receivable
in the future; hence the expression "the time value of money". This concept is also used in
project evaluation to reduce a series of expected cash flows to a present value by
discounting them at management's target rate of return or cost of capital, thereby enabling
a series of projects with diverse expected cash flows to be compared. Alternatively, the
projects m a y be ranked by calculating the internal rate of return. A s previously explained,
these are legitimate uses for the concept of the time value of money.

Interest is, of course, the charge for the use of borrowed funds. Accounting systems for
measurement of periodic profit for a past period treat the interest cost for using borrowed
funds as an expense of the period. A n y interest receivable on funds loaned for a period is
treated as interest revenue. This is clearly the accepted position in the four models of profit
measurement outlined by Parker and Harcourt (1969: 7). So a firm m a y have either or both
of interest revenue and interest expense to be included in the periodic profit statement. The
actual amounts will be derived from the cash flows as the fundamental measurements, and,
for any accruals, from the contract. Interest revenue and expense m a y also include an
apportionment of the discount or premium on the issue of a loan at a sum different from the
redemption value. Again, a fundamental measurement and contract exist to support the item
of revenue or expense. This concept of actual interest should be contrasted with notional
interest.

Consider, for example, the case of a sole trader who works in, manages and provides the
capital of the firm. All profit from the business accrues to the owner. This is the owner's
return. However, the owner might reason that working in the firm should be rewarded by
wages at the going rate; that supplying the capital should be rewarded by interest at the
market rate for this type of business; and that the business should be charged a managerial
fee, with any remaining balance constituting "clear profit". Indeed, for pricing purposes and
also for deciding whether or not to continue with the business, calculations of this kind
could be vital. S o for internal management purposes there is nothing to prevent the owner
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viewing the profit in this kind of way. Nevertheless, under the prevailing system of property
rights, profit is the total reward to the owner of the business. W a g e s or interest or a
management fee are based on neither transactions nor contracts, and the concept of the
owner having an "internal" contract appears absurd.

A legitimate exception to the latter is where a partnership agreement, or contract between
the partners, provides for interest on the partners' capital balances, and sometimes also on
drawings. Here the ownership is split between several persons, and the purpose of the
partnership agreement is to specify their relationship, including the division of profit.
Interest credited to a partner in accordance with their mutual contract represents an
adjustment of their pecuniary "interests" in the partnership, and again, it is not an expense
to be taken into account in the measurement of profit. It is an appropriation of profit
Similar comments apply to any wages or management fees credited to the partners. In the
absence of a partnership agreement the law states that all profits are to be shared equally,
and this refers to profits before any payments or appropriations to the partners

In the case of a company, ownership rights in the assets reside with the company itself, a
the beneficial interest is with the equity shareholders. The company through its agents is
free within the law to write contracts with external parties which are perceived to be in the
company's interest. These contracts m a y include provisions for the receipt or payment of
interest. It would be as equally bizarre for a company, as it would be for a sole trader, to
write a contract with itself for the receipt (and payment) of interest.

For these reasons notional interest has no role in the measurement of periodic profit. The
was a time when compound interest w a s included in depreciation calculations S o m e older
textbooks, for example, refer to the annuity method of depreciation. Under this method the
asset is assumed to earn interest (to be credited as revenue), with the annual depreciation
instalment or expense being calculated from actuarial tables so as to write off the depreciable
cost of the asset plus the interest over its useful life. The annuity method of depreciation
can thus lead to different net periodic expenses than would have obtained were only the cost
being allocated. Hence, it shifts profits between periods. This "shifting" is without the
support of a transaction or a contract, and would be contrary to the transactions based
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measurement systems. It is not clear w h y the method w a s first used, and then later dropped
out of favour. Canning (1929b) noted that the method w a s preferred after straight line.
Perhaps it w a s an aspect of the "personifying" of accounts which Sprague (1907) w a s at
pains to discredit; the "asset" thus "personified" owing the owner a return on the
investment. Whatever the reason, there is no talk today of causing a distortion in profit
measurement by including notional compound interest in the cost of depreciable assets.

Strangely, however, as previously mentioned, momentum is gathering to include discountin
of future cash flows w h e n they are used in calculations of fair value. This is not the point
to open up debate on the use of that concept in accounting standards. It will suffice here
to demonstrate the effect of discounting for measurement of periodic accounting profit
Conventionalfinancialaccountants agreed that "useless costs" (May, 1943) should not be
carried forward, implying that the amount at which a fixed asset is carried forward in the
balance sheet should not exceed its recoverable amount, this sum being the higher of the
estimated N R V or the expected N C F s that could be generated from the asset's continued
use. Thus developed the recoverable amount rule, which was first endorsed by an
association of accountants, the A A A , in 1936. It has only recently being included in
accounting standards in Australia as it was previously covered by the corporations law.

Assuming the rule is applicable, with expected NCFs being the recoverable amount, the
current standard, A A S B 1010, permits the N C F s to be discounted to their present value, and
the asset written d o w n to thisfigure.The effect of the write d o w n to present value rather
than the undiscounted N C F s is,first,to write off a larger amount, equal to the discount, as
an expense in the period of the write down. Second, assuming that a consistent depreciation
policy is applied throughout the remainder of the particular asset's use and that the N C F s
are realised w h e n and as expected, periodic profit will be increased by the amount of the
discount.

Thus, similarly to the compounding involved in the annuity method of

depreciation, discounting has the effect of moving profits between periods. If conventional
accounting is properly characterised as a "number-of-dollars" measurement system, then
both compounding and discounting are a cause of distortion in the measurement of periodic
profit based on actual transactions and contracts. Before concluding this chapter, the
influence of economic income and present value calculations on income concepts developed
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to include uncertainty are traced.

F r o m economic income to income as the change in tangible equity

Upon finding no consistent, logical explanation for the accounting concept of profit
Edwards (1938) proposed increases in net worth (after adjusting for owners' contributions
or withdrawals) as the income concept that "best satisfies theoretical requirements". T o be
sure, net worth was to be measured using present values, and he absolved accountants from
responsibility for measuring it - this w a s to undertaken by the owner! Edwards (1938) was
not unsympathetic to the problems of accounting practice. For example, he lamented the
demise of the double account system applied in the public utility companies, particularly the
railways, and suggested that industrial companies "might with advantage adopt certain
features of [it] for their published reports" (119), most notably a receipts and payments
account suitably classified. A n important advantage he saw for this account was the clarity
of what it purported to measure as opposed to the traditional balance sheet.

He

characterised "going concern value" as misleading, although recognising that "the separate
selling value offixedassets is irrelevant for balance sheet purposes" (94) was one point on
which practically all accountants agreed.

On capital maintenance Edwards (1938: 117) noted that the shareholder "probably assumes
in a muddled sort of w a y that the company does not pay a dividend unless its capital is
'intact' in s o m e sense, a faith which is strengthened by the fact that the balance-sheet
discloses net 'assets' more than equal to the subscribed capital". However, he blamed this
notion of capital maintenance for companies retaining and re-investing cash in ways that
"may not economically be justified" (120) and thought it important to destroy the implied
link between cash distributions and income. H e believed that the increased-net-worth
concept did not require the "maintenance of a given company's resources at a particular
level, measured either in physical or value terms" (120). Although treating net worth as a
synonym for capital, he noted that capital consists "not of assets themselves, but of
particular rights in those assets" (111). Moreover, he referred to the existing system of
propertyrightsas part of his argument for disclosure.

91

Alexander (1950) attempted refinement of the present value model under conditions of
uncertainty by proposing the concept of variable income for a business enterprise. This he
defined as the "change in tangible equity plus the change in going value [goodwill] minus
that part of these changes attributable to changes in expectations of future receipts" (70).
Thus three components can be distinguished: (1) the change in net tangible assets (before
dividends); (2) the change in going value or goodwill; and (3) any part of those changes in
(2) attributable to externally induced events. This concept of variable income w a s an
attempt to bridge the gap between accounting profit and economic income concepts, most
noticeably by excluding from income unexpected changes in future expectations not
resulting from actions this period, especially those arising from events outside the control
of management. It is worth noting that the concepts discussed included "pure sales profit"
(see the Neverlose example: 19) and "contemporaneous sales profit" (90), the latter being
in real terms. A n d Alexander (1950: 78) w a s very clear that different purposes could
require different measures of income, writing, for example,"[u]nder the trust fund theory of
the capital of a corporation, that the creditors are entitled to protection against reducing the
value of the owner's equity below a stated amount, it is appropriate to use a money measure
rather than a real measure of capital".

Solomons (1961) felt that Alexanders' concept of variable income deserved more attention
than it had hitherto received, and although concluding that it was not practicable, he
analysed it at some length. O n his w a y to identifying "a guide to investment policy" as the
purpose to be served by a concept of income, he dismissed taxation and dividend
determination as appropriate purposes for an income measure. With the respect to the latter
he concluded:
It makes m u c h more sense for the law to require, as it sometimes does, either that
the stockholders' capital should be intact before a dividend is paid out of any
excess, or to require some defined margin of assets over and above those necessary
to pay creditors' claims before allowing the payment of dividends to stockholders.
Either type of restriction is more effective in protecting therightsof creditors than
one based on an income concept,... (107). (Italics added.)
It is puzzling that he apparently overlooked the relationship between the "excess" over
capital out of which a dividend could be paid and a relevant concept of profit.
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Solomons (1961: 109-110) reconciled accounting profit and economic income in these
terms:
Accounting income
+ Unrealized changes in the value of tangible assets which took place during
the period, over and above value changes recognized as depreciation of fixed
assets and inventory mark-downs,
- Amounts realized this period in respect of value changes in tangible assets which
took place in previous periods and were not recognized on those periods,
+ Changes in the value of intangible assets during the period, hereafter to be referred
to as changes in the value of goodwill
= Economic income.

He identified the realisation concept as the main difference between accounting profit
economic income.

While accounting profit was rejected for the purpose of assessing entrepreneurial succe
or failure in maximising profits, economic income w a s not favoured because of the
difficulties in foreseeing all future N C F s , and also for not being able to distinguish real
foreseeable changes in the enterprise's economic wellbeing from changes in human
expectations. This then is the source of Solomons' support for variable income. H e next
proceeded to refine the concept so as to eliminate from income those changes in goodwill
not arising from the actions of management, demonstrating the formal relationships
symbolically. V was used to represent the value of assets; R for net receipts; subscripts 0
and 1 for the beginning and end of the period, and a and e for actual and expected values
Economic income (ex post) = Variable income + unexpected gain, and
V,."

V 0 a + R.

=

(V le - V 0 a + R J

+

(V la - V J

Explaining variable income for the period, Solomons (1961: 116) regarded R. as equivale
to historical cost income before depreciation, and V l e - V 0 a as the "predictable change in
value w e ought to be measuring w h e n w e provide for depreciation". But it appears it may
have to be m o r e than this. With the expression V

u

- V le representing the unexpected

change this period, it will include any increase in goodwill arising from managerial action
thisperiodbut not foreseen by management at the start of the period. T o this extent, it will
not represent a full evaluation of managerial performance for the period. However, revising
ending expectations of V l a w h e n the period is over at least gives management the
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opportunity to decide what to include as arising from their actions. But concentration on
tangible equity change was intended to overcome the subjectivity of economic income, and
here subjectivity and the opportunity for the management being evaluated to manipulate
results is present. A s Solomons conceded, distinguishing changes in goodwill arising from
managerial actions from those which were not, is an almost impossible task.

It will be recalled that Hicks' (1942) revised the opening balance with period end hind
to exclude unexpected changes from income, while Solomons achieved a similar result with
period end revisions. Both commence the next period with the same "actual" capital figure
which includes the unexpected items. It should also be appreciated that the use of the term
"actual" is somewhat of a misnomer as it is based on expectations at the relevant date.
However, given that Hick's adhered to the economic income ex ante approach, income for
the period calculated from iPV would include the interest on any revision at the beginning
of the period.

While the position outlined appears clear from the symbols and their definitions, the t
Solomons' article (1961: 117) indicates some differences of opinion with Alexander (1950)
on the application of this model. Solomons applied his 1961 formalised version of variable
income to his revision of Alexander (1950); it is referred to as Alexander/Solomons (1962);
the following page references are to the reprint in the third edition of Baxter and Davidson
(1977). Yet with the prospect that the opening and closing equity balances would comprise
mixed measurements - market values for the tangible equity, and present value for goodwill
- variable income would appear to retain some of the weaknesses of the present value
model, although unexpected gains were quarantined from variable income.

Perhaps as a legacy of the long Alexander (1950) paper, there seemed to be some confusi
over measurement. Here the authors were far from clear, at one point including the
intriguing comment that "[mjarket values are the most likely basis for appraisal of some
assets, but more mystical bases are used for others" (48); and later writing "... the annual
depreciation allowance should be reckoned as the amount that would have to be reinvested
to keep the going value of the concern constant in the absence of changes in expectations"
(75). Going value had been defined as "the difference between the capitalized value of the
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future dividend payments and the tangible equity however measured" (48).

These measurement issues were present in their Neverlose example continued from
Alexander (1950), which lacked full information on asset values and movements, and in
which present value calculations were based on capitalisation of accounting profit/dividends
Capitalisation based on dividends (assuming all profits are distributed) masks the fact that
the calculation is really of accounting profit. Normally, capitalisation is of the future net
cash inflows of the company, while investors outside the company would use the expected
dividends in their calculations. B y effectively basing it on accounting profit, the link to net
cash flows is lost. The argument that this is but a short term timing difference overlooks the
significance to users of periodic profit measurement. The three "tangible equity-change
income"figuresbased on valuation of inventories at historical cost, replacement cost and
selling price do not accord with the amounts given for these bases in the Neverlose example.

While these criticisms could be viewed as minor quibbles, they detract from a clear
understanding of the authors' intentions. The main problem, though, is the mix of past and
future based valuations, in which the tangible equity, however calculated, is to be deducted
from the total present value to give goodwill. Purchased goodwill raises another problem;
presumably it should be written off immediately.

Furthermore, as the authors

acknowledged, just h o w the distinction between changes exogenous to management and
those under its control should be applied is far from clear. The model would appear to lack
a qualitative, empirical property extending to all the elements, the need for which was
explained in Chapter 2. This suggests that further refinement of its income and capital
maintenance concepts is needed.

Adopting the concept of value to the firm, Wright (1970) further developed this concept o
tangible equity change. Under price stability the change in tangible equity would represent
m o n e y income - similar to income under historical cost. In the event that prices were
changing, Wright (1970) argued that m o n e y income would no longer represent a measure
of real income. With no price index for translation into real income clearly supported by
theory, he presented the case for "current income", being the increase in tangible equity for
the period at current prices. The other component of tangible equity change is thus the
95

"holding gain" (Edwards and Bell, 1964) - the change in prices during the period.

In distinguishing "pure sales profit" Alexander (1950: 19) called the equivalent of the
holding gain on sales "[p]rice gains to date on items charged to cost of goods sold". Wright
(1970) claimed that measurement of current income without resort to index numbers was
perhaps its "most attractive feature", and also that it could be viewed as a "Hicksian type
of income concept based on maintaining physical capital intact" (67). A n d the two
measures - current income and holding gains - would enable investors to compare actual
results with their predictions in greater detail. Wright's concept of current income, based
on tangible equity change although calculating depreciation from the change in present
values of thefixedassets, appears to be closer philosophically to accounting profit than to
economic income.

Whilst continuing his support for the worth of the current income concept, Wright (1970
refined his approach with the introduction for depreciation purposes of the concept of
"opportunity value", which he defined as the least costly of the alternatives avoided. This
concept was adapted from Canning's (1929) opportunity differential, Wright (1970) using
it to value a fixed asset at the sum of the discounted net values of its expected services. This
adaptation has the appearance of taking Wright's emphasis back to an economic approach
The development of two further income concepts are worth mentioning because of their
relevance in the continuing debate on the appropriate concept of accounting profit.

First, Solomons (1990: 25), a tireless advocate for reform of financial reporting, adva
"value to the business" as the "key measurement concept" in his conceptual framework
"Value to the business" would be measured at current [replacement] cost or lower
recoverable amount. H e defined recoverable amount as the higher of present value of the
N C F s , or net realisable value. Thus his income concept is similar to Wright's current
income, but without present value depreciation. However, Solomon's 1990 model provided
for maintenance of realfinancialcapital measured in units of constant purchasing power.

The AARF (ATM 10, 1998) has taken this development a stage further by proposing, not
only the use of current costs, but that the specific price changes on the restatement of the
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non-monetary assets should be taken to the profit and loss account, which should also
include a charge for capital maintenance based on changes in the general price level. This
model is called a Relative C V A model. Thus, similar to the Solomon's approach, it employs
different measurement bases for the non-monetary assets and the capital to be maintained.
A s earlier explained in relation to Alexander/Solomons (1962), this approach poses a
problem for selection under measurement theory of a qualitative, empirical property
applying to all the elements. Gynther had earlier discussed this issue in another context.

Gynther (1970: 723) argued that "accounting for the effects of price changes is more
directly concerned with capital maintenance than with periodic asset valuations". It is basic
to m y thesis that owners' equity and net assets must be given a consistent interpretation.
Moreover, the concepts of capital and profit are separate but co-related concepts, neither
of which can be given a definite meariing in entire abstraction from the other (Kaldor, 1955)
Capital and retained profits comprise owners' equity; retained profits simply being profits
less drawings or dividends. Gynther's distinction between capital maintenance and periodic
asset valuations appears to offend a basic measurement theory requirement, namely, the
need for a qualitative, empirical property that applies to all the elements of the double entry
equation. Thus the same property should underpin owners' equity, assets and liabilities
This does not appear possible if capital and assets are being measured on different bases

The example by which Gynther (1970) demonstrates his distinction includes the maintenance
of capital in purchasing power terms while measuring assets on several different bases,
including their present value. In accordance with the C P P model the non-monetary assets
are restated for the change in the general price level and a capital maintenance account is
credited with the restatement of the capital. Profit for the period includes the net cash flow,
restated depreciation and the gain or loss on monetary items held throughout the period.
Profit is distibuted in full, and thus there are no retained profits to be carried forward.
Hence it follows from the different measurements for the single non-monetary asset under
each model that profit is different for each of them, whilst the restated C P P capital remains
the same.

Thus, with the exception of the CPP profit, the other models employ a concept of profit
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which is different from the concept of capital. This appears to be a basic flaw. The present
value model also includes in the income of the first period the amount of the N P V (the
excess of the present value over the investment outlay). Presumably the information on the
expected net cash flows would have been k n o w n at the time the investment was entered
into, and under the present value model the full present value should have been treated as
the beginning capital. Furthermore, reverting to the earlier point, clearly the capital and
non-monetary assets are measured on a different basis, and it would appear difficult to
locate a qualitative, empirical property c o m m o n to them.

Concluding comments

The main purpose of this chapter was to evaluate the role, if any, of present value
calculations in the measurement of accounting profit for a past period. The calculation of
economic income, considered by some accounting theorists to be an ideal to which financial
accountants should aspire, uses present values of the future net cash flows. Fisher's concept
of income was evaluated because Canning gave it pride of place in his theory, referring to
the concept of individual economic income as "realized income". It was, of course, based
on the discounting of future services, or net consumption

However, despite lacking

complete clarity, Canning showed the relationship of this concept to earnings of the firm for
a past period, a concept aligned with Fisher's concept of "realized money income". Fisher
not only appreciated the nature of accounting profit, but more remarkably, endorsed it.

The Hicksian concept of economic income continues to be regarded by many accountants
as an "ideal" for the measurement of periodic profit. In spite of several demonstrations of
its unsuitability for measurement of profit for a past period, m a n y still view it in this light,
and thus it w a s felt necessary to present the counter argument again. Kaldor was again
drawn on for a demonstration of the main weakness, namely, the lack of separate but
correlated concepts of capital and profit. Hicks himself concluded that it w a s not even
suitable for his purposes, and expressed surprise that accountants would try to adapt it to
their purposes, particularly as he regarded accounting profit suitable for its purposes. The
concept of so-called economic depreciation was distinguished from accounting depreciation,
and it was suggested that the more apt description for the change in present value might be
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"economic investment recovery". Conclusions reached from several of the other issues
considered were to reinforce the earlier conclusion of Barton that market values could not
be accepted as a surrogate for present values, and that if conventional accounting is properly
conceived as a number-of-dollars measurement system then neither compounding nor
discounting has a place in measuring profit.

The final part traced the influence of economic income on several models which, by
attempting to allow for future uncertainty, could be applicable to accounting. Gynther's
idea for distinguishing between measurement of assets, and of capital maintenance, was
shown to offend against the measurement theory requirement for a qualitative, empirical
property that can embrace all the elements of the measurement system. Finally, a summary
of the differences between accounting profit and economic income is presented.

Summary of the main differences between accounting profit and economic income
A ccounting profit

Economic

Fundamental
measurements

Transactions and contracts

Future expected N C F s

Cash flows

Actual, past

Future expected

Actual

Discount rate

Both present

Neither present

5. Concept of capital

Contributed money capital

'Capitahsed'presentvalue

6.

Periodic monetary gain

Average 'standard stream'
Y w = iPVc,

Item
1.
2.

3. Interest
4.

Separate concepts,
capital and profit

Concept of profit

P(0

=

R<o - E(t)

income

7. Concept of revenue

Executed contract of sale

Not distinguished

8. Depreciation expense

Allocation of net cost

'Change in present value'
(cash investment recovery)

The overwhelming conclusion to be drawn from this chapter is that economic income, an
ex ante concept based on capitalisation of expectations, is not suited as a concept for the
measurement of profit for a past period, especially for the purpose of maintenance of a
definite sum of capital independent of the profit
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Chapter 4

T h e functions of m o n e y and accounting measurement

Introduction

Money obviously has a central role to play in the modern economy. The versatility of t
dollar in being able to movefreelybetween and in all markets is a major strength of money,
a strength emphasised by Chambers throughout his writings1. Yet in the conventional
neoclassical economy, money's functions would be reduced to the single function of an
abstract counting unit. But even in that function it could be regarded as largely redundant
Keynes (1937)ridiculedits use as a store of value in the neoclassical setting. However,
once the assumptions of perfect competition are relaxed, money has a crucial role to play
in the contracts that link the present to the future, and in their settlement (Davidson, 1972:
140). With future uncertainty, money as a store of value is no sinecure

Money has a "unique feature" due to the law restricting "the value of the dollar to be
value regardless of economic conditions" Lim (1966: 649). This feature differentiates
money from all other goods. Thus the "liquidity cost of money, the expected change in the
nominal value of money, and the carrying cost of money are all zero" (Salvary, 1997: 91)
Moreover, quoting Davidson (1972), Salvary (1997: 91) states that in "its domestic
economy, money is an 'unchanging standard against which all other durables (readily
reproducible capital goods) andtitleto capital goods and debt contracts can be measured'"

Whether money can provide a stable unit of measurement has been a contentious issue in
accounting. In sharp contrast to the assumption of stability of the dollar underlying H C A ,
Chambers (1965) has been a strong advocate of the need for financial statements to be based
on current cash equivalents with c o m m a n d over economic resources as the underlying
property to be measured. Furthermore, he believed that his system would satisfy all needs

I

Refer, for example, to the Accounting Standards Review Committee Report, 1978: 23 (a Committee which
Chambers chaired), and also to Chambers (1999).
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forfinancialinformation from financial statements. His system requires the dollar to be
adjusted for changes in purchasing power. Thus, a conflict is perceived over whether m o n e y
or purchasing power is the appropriate unit to be used in accounting measurement. This
chapter extends the well argued position that, in the absence of severe monetary dislocation,
nominal money can be used as the unit of account for performance measurement (Salvary,
1993). The significance of the several functions of money, and its stability, are explored in
the context of this debate on accounting measurement.

Before embarking on this

exploration, several related matters should be clarified.

First, the context should be stated. Chapter 2 stressed the need for selection of a qual
empirical property of the elements to be measured infinancialstatements. This should be
followed by selection of a relevant unit of account to apply that qualitative property. Under
the Post Keynsian economic structure assumed, contracts and money have important roles
M o n e y is part of the institutional arrangements legislated by governments to facilitate the
functioning of the economy. Those arrangements include the institution of property rights,
thereby providing the motivating force for profit maximisation or wealth accumulation
Property rights are changed by contracts, and m o n e y is equally crucial to both the writing
of contracts, and to their settlement. Keynes (1930: 3) stated that "Money-of-Account,
namely that in which Debts and Prices and General Purchasing Power are expressed, is the
primary concept of a Theory of Money". H e explained that a "Money-of-Account comes
into existence along with Debts, which are contracts for deferred payments, and Price-Lists,
which are offers of contracts for sale or purchase".

Two other matters should be mentioned. An overarching caveat universally stressed is tha
money has value or is of use only because of its general acceptability, and, should that
general acceptability be lost, then the ability of m o n e y to carry out its functions will be
impaired, or lost altogether. Second, the ambiguity often attaching to the use of the word
"value" should be avoided.

The word can be used in a completely general sense;

alternatively it can be used to denote a particular value, like economic value or market value
The context should m a k e the meaning clear. Measurement is preferred as general term to
valuation w h e n discussing profit measurement.
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The chapter is organised as follows. The several functions of money are explored first.
They are summarised using terms to indicate their essence. Whether money as the "medium
of exchange" can be intrepreted independently of the other functions is a difficult question.
The implications of money as the numeraire are also examined. Then stability of money as
the unit of account, and the conditions under which that stability holds, are discussed.
Chambers' (1965) stress on the need to identify the "dimension" of the unit of account is
next evaluated, leading to a discussion on the nature of the measurement scale, and thence
to purchasing power.

The functions of money

According to Jevons (1883: 16) money has four main functions. First and foremost it acts
as a medium of exchange; second, as a measure of value; third, as a standard of value, and
fourth, as a store of value. Jevons (1883: 16) also believed that it was of "the highest
degree important that the reader should discriminate carefully and constantly between the
four functions" and that the "union of function ... at most is a matter of convenience"

Crowther (1940: 15) described "money-accounting" as the first of the three primary
functions of money. A s a unit of account, he claimed "it acts as a yardstick, or standard
measure, of value to which all other things can be compared" (1940: 15). Stonier and
Hague (1957: Chapter X V J H ) also ranked first its function as a unit of account. In contrast
Ivf-lls and Walker (1935: 8) and von Mises (1963: 398) regarded all other functions as being
derived from the medium of exchange. For this reason money's function as the medium of
exchange is examined last. Keynes' emphasis of the role of money in relation to contracts
provides a unifying theme for the analysis.

The four functions of Stonier and Hague (1957: 365) did not include the measure of value
which, in effect, they discussed under the unit of account function, stating that the
"individual m e m b e r of the economy has to have some c o m m o n denominator which can
perform the task of measuring the relative prices of such different commodities as
wallflowers and wash-basins, steam-rollers and sardines". In addition, while still discussing
thisfirstfunction they stated that money "is the standard for measuring value, as the foot,
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yard or metre is the standard for measuring length" (1957: 366) In its role as a measure of
value, the prices of goods and services are expressed in terms of money. W h e n goods
ranging from land to works of art are to be valued, the valuation is usually stated in units
of the local currency.

Thus, money is being used as the measure of expected market value. These prices and
valuations are best described as measurements of relative values, or prices on offer within
a community (Mills and Walker, 1935: 5; Stonier and Hague, 1957: 365). The price
mechanism and m o n e y are simply being used to reflect the potential exchange relationship
between various goods with money serving as the comparative device, hence the reference
to relative value. This notion based on expectations should be distinguished from value-inexchange which reflects actual transactions. Thus two aspects to be stressed are its relative
or comparative nature, and the fact that it is based on expected market value. Keynes
(1930) outlined this function, n o w described as a measure of relative prices, with a brevity
of words in his concept of price lists "which are offers of contracts for sale or purchase"

Keynes also drew attention to money's role in the settlement of debts arising from cont
It seems that there is an intermediate role here which does not appear to have been
specifically identified, except to the extent that it is included in the "medium of exchange"
function. Namely, the function of money as the means for expressing the consideration in
contracts. Consideration is, of course, vital to the existence of a contract. The normal
contract involves an exchange of goods or services for money. In those cases where no
actual money is required to change hands on settlement, the consideration still requires to
be expressed in terms of money, for example, by the issue of a stated number of shares at
a certain price for the purchase of, say, a building. Perhaps some of the writers already
quoted subsumed this function under that of the "medium of exchange". However, there
appears merit in identifying it specifically. With contracts providing the means by which
property rights are changed, and thus the source of profits, the role is significant. This
function is described as the medium of contract consideration. Thus money is seen to play
a central role throughout the exchange process, with a different function at each of the
following points:
Price lists (offers of contracts) -» Contracts -» Settlement of contracts
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This brings the analysis to money's function for the settlement of debts, a function
recognised by writers already quoted, Jevons (1883) for example. Sayers (1951: 1) defined
money in terms of its acceptance for the settlement of debts, regarding all monetary
transactions as givingriseto a debt whether it is settled immediately or later. The contract
or exchange transaction establishing the amount of the debt, simultaneously fixes that
amount as the sum to be paid on settlement, thereby establishing the standard. Stonier and
H a g u e (1957) refer to this function as the standard of deferred payments. T o be sure the
contract m a y provide for interest to be incurred for payment after a certain date, or for
discount to be deducted on early settlement. The function of money as a standard of
deferred payments is vital to an economy dependent on credit. Contracts, including loans,
are expressed in money, and debts are repayable in money. With the government fixing the
redemptive value of paper or nominal m o n e y at its face value, a dollar of debt is
extinguished by payment of one dollar. It is in this sense that the dollar provides a constant
measure of value, or standard, for the settlement of debts. Next examined is money's
function as the unit of account.

Whatever property is selected as the qualitative, empirical property for measurement in
financial statements a mechanism is required to apply the selected property in practice - that
is, quantitatively. The link between the two (the qualitative and the quantitative) is
discussed generally in Chapters 2 and 5, and specifically in Chapters 6 and 10 in relation to
the monetary and current cash equivalents interpretations respectively. The purpose here
is to explain money's function as the unit of account. Using older language, can it satisfy
the need for a " c o m m o n denominator" for measurement infinancialstatements? The unit
selected for this purpose should be able to bring all the elements and transactions being
measured into a c o m m o n relationship based on the property being measured.

Keynes clearly intended the expression "Money-of-Account" to represent the abstract
standard as opposed to actual money. T h e expression, "money-of-account", is suggestive
of money's function as a unit of account. A s previously mentioned, Crowther (1940) and
Stonier and Hague (1957) ranked this function first, Crowther explaining that as a "yardstick
... all other things" can be compared to it. The prospect of increasing property rights
provides the motivation for seeking profit. Thus given the role of contracts in changing
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property rights and money's central role in relation to contracts - their expression, execution
and ultimate settlement - money provides a standard for the measurement of profit. The lure
of increasing property provides the motivation forrisktaking with the objective of profit
making. M o n e y then provides the link between contracts and changing propertyrights,this
connection suggesting m o n e y as the appropriate means for measuring the profit achieved.
Whether it provides a sufficiently stable standard for profit measurement is an issue returned
to later.

Money also functions as store of value, which may be kept in bank accounts or other "safe
deposits" for future use. In contrast to the social nature of the foregoing functions, the
function of money as a store of value is a private or individual function (Mills and Walker,
1935: 5). Funds held confer purchasing power (Stonier and Hague, 1957: 360), and as such
their "value" in terms of what they will buy will change over time, and will have different
significance for different firms and individuals, depending on their planned expenditure
(Fabricant, 1950). Whether in a particular case purchasing power is "gained or lost" by a
person or firm w h e n the funds are spent is an empirical question which will depend on the
date, the market and the price level in which spent, the factors Lim (1966) emphasised

Individual persons or firms, depending on their liquidity preference and demand for
consumer goods and investments, are therefore likely to view changes in the general level
of prices differently. Funds being saved to retire debt might be viewed differently from
funds being held for investment. Accepting that the application of the function of money
as a store of value depends on individual preferences and values means that the conversion
of the store into actual expenditure should be interpreted as a relative function. Thus,
money held represents a store of purchasing power to the holder, with its "purchasing power
value" depending on the future, actual expenditure of the holder to the holder.

To complete this overview of the functions of money, can the five functions which have
been identified be related to its function as a "medium of exchange", or is the latter a generic
term which includes several of them. In the latter case, its use in analysis should be avoided
whenever it w a s necessary to distinguish between the functions. The C O D (1990: 765)
defines money as "1 a a current medium of exchange in the form of coins and bank notes
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b a particular form of this (silver money)".

Yet with writers like Mills and Walker (1935)

and von Mises (1963) regarding all other functions as being derived from the medium of
exchange it is clear that this function has been interpreted very broadly.

The important question in relation to Jevons' (1883)2 warning to distinguish carefully
between the functions then becomes which functions does the medium of exchange include?
For example, if the the only function assumed w a s what I have called the "medium of
contract consideration", then it would probably be preferable to use the better k n o w n term
than to introduce a new one. O n the other hand, if the expression, medium of exchange, is
intended by some authors to include the settlement of debts and acting as the unit of
account, then it would appear preferable to use the more specific term in analysis. The fact
that several writers have interpreted the general term "medium of exchange" broadly suggest
that it should not be used to designate a specific function. There should be no ambiguity in
using the derived term "value-in-exchange" to indicate the amount of the consideration in
a market transaction.

Value-in-exchange refers to the amount of the exchange transaction expressed in the loc
currency, and is but one of several terms that m a y be used to describe the amount of the
transaction. For example, cost, acquisition price, selling price and market price or market
value are other terms that m a y be appropriate, depending on the context. A series of
transactions m a y be characterised as a flow of market values, or as cash flows, as
summarised in the cash flow statement, for example.

Summarising the discussion thus far, the functions of money have been described as:
1.

a measure of relative prices (Keynes' price lists)

2.

a medium of contract consideration

3.

a standard for the settlement of debts, or a standard of deferred payments

4.

a unit of account

It should be noted, of course, that the role of m o n e y has changed substantially since Jevons' day Warburton
(1950: 170) noted four general types of monetary systems "which m a y be distingished by the dominant form
of circulating medium: metallic coins; Government credit orfiatpaper; bank credit convertible into metallic
currency; and inconvertible bank credit'\
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5.

a store of purchasing power (based on individual preferences).

Altogether five functions have been identified. While these functions are separate, not
of them are independent. Functions 2, 3 and 4 can be directly related. For example, the
contract determining the consideration m a y result in a monetary debt to be settled in the
future. D u e to the significance of that contract in changing propertyrights,it is appropriate
that the monetary unit expressing the consideration be used as the unit of account in the
measurement of profit. Because some or all of these three functions m a y be included in the
term "medium of exchange", use of the latter term is avoided. D u e to the significance for
accounting measurement the relationship between these three functions warrants further
analysis. The stability of m o n e y as the unit of account also requires evaluation if it is to be
applied infinancialstatements.

Neoclassical economics did not have a need for money as a medium of exchange. Indeed,
the real goods could be traded and the markets cleared using their respective exchange
ratios. However, rather than an array of exchange ratios between each and every good or
service, the statement of the relative prices is facilitated by the selection of one good, and
then expressing the exchange ratios or prices of all other goods in terms of it. Henderson
and Quant (1958) used this approach to set out general equilibrium conditions The good
so selected w a s called "the numeraire by the French economist Leon Walras (1874), and
the term has passed into the English-language, the numeraire's price is taken to be 1"
(Arrow, 1981: 141).

Debreu (1959) extended the neoclassical barter type economy by allowing each individual
to operate an account for their trading on the condition that the account was cleared at the
close of trading and no balances were carried. Thus it w a s a temporary device to facilitate
settlement of transactions. Hence, the trading was essentially from goods to goods. Debreu
(1959: 28) not only dispensed with money but also with the numeraire. Nevertheless, he did
assume along with the certainty assumption that "with each commodity is associated a real
number, its price".

Salvary (1993) has argued that the trading cycle should be characterised as being from
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nominal m o n e y to goods and back to m o n e y again for the measurement of organisational
performance, rather than the cycle starting and ending with goods. Bartercard, started in
Queensland in 1991 and n o w operating globally, is a modern version of trade without the
exchange of money; however, transactions are contracted in money between the
participating members, and then settled by the services performed within the system by the
purchasing member. A central office keeps a record of all flows and balances. Thus the
domestic currency performs the function of the unit of account in this system (Sharp, 1999)

To summarise, the choice of numeraire in the neoclassical setting did not affect the
equilibrium; it was merely a simplifying device for stating relative prices - thefirstfunction
previously enumerated. The point of Arrow's (1981) analysis w a s to argue that the choice
of numeraire (under the then current economic conditions) could affect the level of
economic activity, and thence influence the level of unemployment

The point for the

analysis here is to demonstrate the significance of using nominal money in which to express
the price of all other goods - but that is two steps removed from actual accounting
Commodity m o n e y raises two problems (Salvary, 1993: 155). First, is the relationship of
the commodity selected as the numeraire to all other commodities. Like all commodities in
a dynamic economy, the demand for and suppply of the commodity will be subject to
change, thereby causing a change in its relationship to all other commodities Thus it is
unlikely to provide a constant standard, even for the simple purpose of establishing price
lists. A n d ascertaining the changing relative prices will involve additional costs. Second,
use as the numeraire m a y create the need for specialist producers, especially in the case of
a metallic currency. The latter m a y giveriseto additional costs in ascertaining the quality
of the metallic currency before it is accepted in exchange transactions

The numeraire could be equated to paper money which is then used to express the relative
prices of all commodities, and thence in contracts to express the consideration. In addition,
it could be used as the abstract unit of account. But note that use for these purposes does
not presuppose that the paper m o n e y need be used in the actual settlement of transactions,
or paying the related debt. Bernstein writing in 1935 reported that in the British colonies
in America, transactions "were reckoned in shillings and pence, but where coins were used
they were commonly of Spanish or Portuguese origin" (as quoted by Salvary, 1993 171)
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N o doubt funds could be saved in the form of yet another commodity, gold bullion for
example. Thus different commodities could be utilised for satisfying the different functions
of money. It is worth noting that in this example, however, the currency used to express the
consideration in the contract was also used as the unit of account.

The next stage of progression is from the numeraire expressed in paper money to nominal
money of a fixed value determined by the governing authority of a particular country or
economic jurisdiction. This money is variously referred to as paper,fiator nominal money.
In this context, the latter term is used. The use of nominal money rests on its acceptance
in the community, which in turn depends on the trust the community have in the issuing
authority. The severing of the nexus between money and commodities confers immediate
advantages. Within its domestic economy, it becomes an unchanging standard in which all
goods and services can be expressed without the two problems discussed earlier. In
establishing price lists no necessity exists for continuous recalculation of the changing
relative prices due to afluctuatingdemand for the numeraire. T o be sure the need still exists
for relative prices of commodities to be calculated. That calculation is facilitated by the
existence of nominal money. Nominal money can thus be used in price lists, in contracts,
in settement of debts and as the unit of account.

With respect to its function as a store of purchasing power, however, there seems to be
confusion stemming from the role of m o n e y w h e n it was derived from a numeraire. It was
natural to speak of the changing value or purchasing power of the currency unit, w h e n the
relative price of the numeraire backing it w a s itselffluctuating.However, the essence of
nominal money is that its value is fixed and, absent severe economic dislocation, that value its redemptive value by the issuing authority - is unchanging. It is customary to refer
generally torisingprices as causing a fall in the purchasing power of money. While this
expression is valid, the further statement or assumption of a fall in the value of the currency
is suspect. The nominal dollar can still be redeemed or used in trade for its face value. Thus
the paper dollar backed by the numeraire really has only one value; namely, its relative
purchasing power. In contrast, the nominal dollar backed by government fiat has not
changed its value; rather it is the relative prices of goods and services that have changed.
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Applying the analogy of the relationship between a ship in a bay and the dock to which it
is sailing, Salvary (1993: 172) argues that the dock provides a fixed point to which the ship
can be related. Hence while it could be said that the ship w a s one mile from the dock, to
state that the dock is one mile from the ship, by implying that the ship is the fixed point, is
incorrect. Likewise, attributing the changing purchasing power to the nominal dollar which
is fixed in value rather than to the changing prices of goods and services is in error. In
addition, as emphasised earlier, purchasing power is a relative concept depending on the
planned expenditure and utility of that expenditure to the individual or firm.

Attention has been drawn to the close relationship postulated by Keynes (1930) between
money, debts and contracts. Indeed, Davidson (1972: xiv) has claimed that "contracts in
the face of uncertainty are a vital fact of economic life and are the essence of Keyne's
analytical structure." Thus money as a standard of value under the functions 2, 3 and 4
would correspond to Keyne's "Money-of-Account" with thefirstfunction being used to
express his price lists. These are all social functions, whereas thefifthfunction applies
specifically to an individual or firm. M o n e y as the unit of account, or its use in accounting
measurement, is n o w considered further. Measurement presupposes a constant standard,
or unit of measurement - this is what the constant references to a standard of value is taken
to mean. Were length being measured, for example, it is unthinkable that a variable foot or
metre might be used - the resulting measurements would be rejected out of hand. The
specific purpose, therefore, is to assess the stability of money as the unit of account.
Stability here is taken to m e a n "constant over time" or "unchanging over time" in relation
to the purpose of the measurement.

Stability of money as the unit of account

Following the previous discussion in which nominal money was accorded a fixed value in
redemption, under what circumstances is it appropriate to use that fixed standard in
accounting measurement? A n d are there circumstances where it is no longer appropriate
to use that fixed standard? If, as argued in Chapter 5, property rights are the general
property providing the qualitative, empirical property which applies to all elements of the
financial statements, and that contracts are the means of changing thoserights,then the use
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of the nominal dollar in stating the consideration in contracts and simultaneously fixing the
amount of any debt for future settlement, also provides a quantitative measure of the effect
of the contract. This equality across the contract consideration, debt settlement and
quantitative measure appears to provide a prima facie case for nominal m o n e y to be used
as the unit of account. Whether that quantitative measure can be used as the unit of account
will depend, in addition, on the relevant concepts of capital and profit to be applied in the
financial statements. H o w these concepts of owners' equity are selected is explained in
Chapter 5. Assuming that nominal m o n e y can properly be used as the unit of account, the
question of its stability for that purpose is n o w addressed.

Stonier and Hague (1957: 366-7) stated that "money ... usually represents a stable medium
in which debts can be contracted and repaid", emphasising the value of stability by pointing
out "the consequences of an inflation which is serious enough to cause monetary
breakdown. Thefirstconsequence is invariably that money ceases to fulfil its function as
a standard of deferred payments". Pressure will then increase for contracts to be written in,
and for debts to be contracted in, other currencies; or for individual contracts to provide for
indexation. If the instability in the currency is severe, legislation for debts to be indexed m a y
be required in the interests of the community. If this happens both the currency and the
economy will have grave problems, with the result that the currency could no longer be
regarded as stable in respect of its function as a standard of deferred payments. Once money
has ceased to function as a standard for the settlement of debts, its relevance as the unit of
account would also c o m e under pressure. Firms, not knowing h o w m u c h of the local
currency might be required to settle a contract or to repay a debt, would indeed be
confronted with a vairable standard for the measurement of profit.

Thus the breakdown in the community's acceptance of the currency as a standard for
settlement of debts m a y lead to its failure in some, or in all, functions. The most significant
for this analysis would be its failure as the unit of account. M o n e y , or peoples' acceptance
of it for these twin functions, has proved sufficiently robust over time to say that it would
take extreme circumstances before the standard w a s abandoned (Davidson, 1972). Salvary
(1993) qualifies his argument supporting the use of the nominal dollar for measurement of
organisational performance by the statement "in the absence of severe monetary
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dislocation".

A n extreme situation of this kind can be contrasted with a different impact on the functions
of money as a result of a general inflation of prices, but one which is insufficient to cause
the currency to lose acceptability as the community standard for use in contracts and for the
settlement of debts. Changes in the general price level will cause individuals to re-assess the
significance of m o n e y as a store of purchasing power. Prices will always be changing in a
dynamic economy, even if the overall level of prices remains relatively constant. People consumers, investors and institutions - will be faced with decisions on the form in which they
elect to hold their funds. A s previously mentioned, they will have differing preferences for
liquidity, and investment opportunities.

A decision to hold cash will reflect these

preferences. Nevertheless, as a store of purchasing power, changing prices can be a cause
of instability in the purchasing power of the nominal dollar.

This analysis leads to the startling conclusion that the dollar can be regarded as bot
and unstable at the same time - but for different functions. The apparent ambiguity can be
explained from the perspective of the different functions served. Jevons' (1883) warning
of the need to discriminate "carefully and constantly" between the several functions of
money appears apt. Thus, in the absence of monetary breakdown, nominal money should
continue to be accepted for its role in contracts and debt settlement. Further, assuming a
number-of-dollars measurement system is relevant, it should be able to be used as the unit
of account. For example, Salvary (1997: 95) argues that, based on the underlying concept
of recoverable cost, cash flows measured in nominal dollars constitute the essence of
accounting measurement. Yet at the same time it m a y not be able to provide a stable
measure of purchasing power due to changing prices of goods and services. Urdike the
social nature of value-in-exchange, the function of m o n e y as a store of purchasing power
is an individual function, and thus this function is not of the same general significance

Acceptance of this approach can provide a means for explaining the "monetary postulate"
expressed as "fluctuations in the value of the monetary unit, which is the accounting symbol,
m a y properly be ignored" (May, 1950: 263)

Without an explanation of w h y the

fluctuations could be ignored, the statement appeared to lack credibility. The majority of the
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Study Group on Business Income (1952) which appeared to accept May's view 3 on this
point may have felt intuitively that money flows were properly the objects of measurement
for the assumed purposes of accounts, and that normally inflation could be disregarded.
M a y (1943), a leading m e m b e r of the Study Group, had identified 10 separate uses of
accounts, s o m e of which called for measurement in historical cost. The use of the term
"value" in relation to the monetary unit suggests, however, that the Study Group failed to
distinguish the nominal orfixedvalue of money from its purchasing power potential.

Certainly there would have been no dispute with the economists on the Study Group who
believed that adjustments were required to business profits for changing prices in the
measurement of national income at constant prices (Fabricant, 1950). Bronfenbrenner
(1950) went further by arguing that, for comparability over time, in addition to the period's
adjustment to current prices, an additional adjustment was needed to restate prior periods
depreciation allowances. Fabricant (1950: 154) suggested that "those w h o practice public
accountanting" had a duty similar to "economists w h o practice social accounting" regarding
the proper portrayal of national income. This appears to be a surprising confusion of
purpose in view of the fact that Fabricant (1950: 145) had earlier recognised that "the value
of money depends on what is done with the money: whether it is spent on consumers' goods
or capital goods; whether it is spent on rich-man's goods or poor-man's goods". Thus he
accepted that money had a different value to different entities.

However, in this confusion over "value" of the dollar, May (1950:266) was an accessory,
writing that "businessmen have traditionally acted upon the assumption that the value of the
monetary unit was stable, although they k n e w this to be contrary to fact".

He

acknowledged that there was "nothing n e w about wide variations in the value of money".

M a y (1950: 256), w h e n invited to do so, actually refrained from endorsing the statement he prepared on
behalf of the Committee as representing his views; he merely indicated that it was "a statement of views
against it [some change in accounting presentation]". Several members indicated they supported May's
statement, including Wilcox w h o noted that the "economists are all agin it". It is clear that May. w h o drafted
the Report of the Study Group (1952). supported the recommendation contained in paragraph 10 of the
"Summary and Conclusions" (105) calling for the development of methods "whereby the framework of
accounting would be expanded so that the results of activities, measured in units of equal purchasing power.
and the effects of changes in the value of the monetary unit would be reflected separately in an integrated
presentation ...". (See also the " C o m m e n t s " (135-139) by M a y and Knauth.)
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M a y in turn quoted Veblen (1923), a well k n o w n economist of the day, w h o disclosed a full
understanding of the accounting essentials in this footnote quoted by M a y :
It is k n o w n not to accord with fact, but still it remains a principle of conduct. It has
something of an instinctive force; or perhaps rather, it is something like a tropismatic
reaction, in that presumption is acted on even w h e n it is k n o w n to be misleading.
A n d it is a necessary assumption in business, since business is necessarily done in
terms of price; so that m o n e y values unavoidably constitute the base-line to which
the transactions arefinallyreferred, and by measurements upon which they are
ultimately checked, controlled, adjusted and accounted for.
CHslmguishing the nominal value of m o n e y from its purchasing power would have enabled
Veblen to recognise fully the principle underlying the "necessary assumption" of his final
sentence.

A definite divide is thus opened up between the functions of money with respect to its
stability. O n the one hand, relatively low general inflation might cause money to be viewed
as unstable to a degree as a store of purchasing power, whereas on the other hand, in
relation to the "triple functions" as the medium of contract consideration/standard for
settlement of debts/unit of account, nominal money is regarded as stable for measurement
in accounting provided its use is relevant for measurement of the underlying qualitative,
empirical property. Its failure in the triple role might be not be triggered until relatively high
and continuing levels of inflation. During the Korean wool b o o m of the early 1950s, for
example, inflation in Australia exceeded 2 5 % for a brief period without money's function
as a standard of deferred payments being surrendered.

Two other economists have had insights on this issue. Knight (1921, Preface to the Repri
of 1948: xlvi) wrote that:
The comer-stone of any sound theory of money and of the general business cycle
would be a clear distinction between the two main functions of "real" money (apart
from a unit of value) namely, as a medium of payment establishing coincidence of
barter, and as a "store of value" or form of holding wealth. In the former function,
payments are primarily for services, including wealth as stored-up and anticipated
services, and the velocity of circulation of money, being a function of the the
established ''institutional" system of payments, is relatively stable. But in the use of
m o n e y as a store of wealth, in comparison with real goods and with obligations
stated in money, the natural expectation must be cyclical oscillation of circulation
velocity and of prices, the quantity of m o n e y being assumed constant.
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This view appears to be echoed to some extent by the comment that ... in trying to measure money on the one side and the flow of goods and services on
the other, and to do it by the same vehicle, w e m a y have involved ourselves in an
impossible thing. W e m a y have recognized that the two things have to be handled
and measured in different terms (Cumberland, from Discussion of the Study Group
on Business Income in Alexander and others, 1950: 210-11).
The controversy of whether accounting is concerned with "cost or values" (Paton and
Littleton, 1940) might be traceable to this dichotomy. The source of the alternative
meanings to be accorded to the dollar can be traced to its function being expressed broadly
as the medium of exchange, and in particular, to the expression value-in-exchange.
Financing transactions excepted, traditionalfinancialaccountants would interpret this
expression as denoting the measurement basis of the money outflows as costs or future
expenses, and money inflows as prices or revenues. M o n e y as the unit of account would
be accepted as measuring profit from these flows. And it would be regarded as stable within
limits of the kind previously outlined.

On the other hand, accountants and economists who emphasised a valuation approach to
financial statements would point to the value-in-exchange as signifying the market value at
that date, an approach that should be maintained in future measurements. For them the
dollar, as a store of value, is important because of its purchasing power. Emphasising value
as purchasing power naturally leads to less tolerance of price level changes and a more
stringent view of the stability of the dollar. O n this score Chambers (1966) has consistency
advocated a charge for capital maintenance in the profit statement based on changes in
general purchasing power.

These differences give rise to mutually exclusive views of measurement in accounting,
holding that, extreme dislocation excepted, money is the appropriate unit of account while
the other views the monetary unit as a repository of purchasing power. Whether either or
both of these views can be justified from the perspective of measurement theory will depend
on whether each is stable as a unit of measurement in relation to the purpose selected. The
conclusion from the above analysis is that, within the broad band in which money remains
acceptable for settlement of debts, money can provide a stable unit of measurement provided
the currency is otherwise relevant to the measurement.
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H o w Chambers associated

purchasing power with money as the unit of account is n o w examined.

Dimension of the unit of measure

Chambers (1965: 570) used the term "dimension" to indicate the relevant aspect of the
or scale, of the measure to be used. H e wrote:
W e have specified the property to be measured, the unit of measurement, and the
scale of measurement. It m a y be asked, what is the dimension to be measured by
this scale? The dimension of the monetary unit is its purchasing power at any time.

Thus, in the above quote, Chambers used the term to refer to both the unit and the sca
Sterling (1970: 75) described dimension as "a convenient name for the concept of a
particular property and the notion of scaling that property". H e regarded wealth as the
fundamental dimension, with income being described as a derived dimension. Later Sterling
(1975) applied the criteria of "interprebility and relevance" to select an "attribute" to be
measured in relation to measurement of profit for simple trader on the N Y S E . C o m m a n d
over goods ( C O G ) was selected as the relevant attribute by Sterling. But some clarification
of the terms used is required to relate them to m y usage.

1 have used "property" to refer to the qualitative, empirical property underlying
measurements infinancialstatements. The property selected is crucial to the interpretation
of the elements; the term "elements" refers to the identities of the double entry equation
Fundamental measurements are measurements which do not depend on any others
(exchange transactions, for example), and derived measurement describes those
measurements that do depend on others. Thus Sterling's usage of fundamental dimension
and derived dimension, appears to mean the same as fundamental and derived measurement
Wealth appears to be his concept of owners equity, and his attribute ( C O G ) signifies the
qualitative, empirical property. Sterling thus uses "dimension" differently from Chambers.
While the term does not feature in m y analysis, other writers have resorted to it, and some
have been critical of its use.

Urn (1966: 649), by identifying three aspects of the dimension of the money unit (name
date of the price used (A), market from which the price obtained (B), and date of the
116

purchasing power of the monetary unit used (C)) appeared to have some similarity with
Chambers' approach. Provided these three aspects were applied consistently across all
elements of thefinancialstatements he believed that the resulting measurements were
mathematically sound. H e regarded the ratio scale as a necessary, but not sufficient,
condition in his concept of accounting measurement. In addition, accounting calculation
required the use of the concept of mathematicalfieldsfor the "proper relating of elements
of an identical property set" (Lim, 1966: 643). Ten axioms governed the operations of
addition, subtraction, multiplication and division of thefields.However, this approach was
inadequate for identifying the empirical property underlying thefinancialstatements (Larson,
1967: 487), a point recognised by Lim (1966: 649) in the following statement:
However, the power of mathematics applied to accounting measurement offers no
significant solution to the determination of the sociological and personal values of
alternative valuation procedures.
Lim's contribution was to emphasise conditions which merit consideration once the property
to be measured has been selected. H e characterised attacks on H C A as being based on false
assumptions, regarding "purely historical cost" (based on exchange transactions only) as
valid measurement.

Returning to Chambers' approach, it will be noted that, he asked "what is the dimension
be measured by this scale?" but in his answer he shifted "dimension" from the scale to the
monetary unit. According to Ellis (1966, 128-9) "a unit name merely specifies the particular
scale on which a particular numerical assignment is made", and, while noting general
confusion surrounding the use of the term dimension, he thought that the problem could be
resolved by regarding dimensions to be classes of similar scales (139-140). Accepting this
viewpoint, and assuming the property to be measured has been chosen, it seems that the
order of selection would be as follows, select the scale (length, monetary, for example), and
then the unit or dimension to apply that scale. In this interpretation, the term dimension
simply relates to a division of the scale. Thus, if it is length, are feet or metres to be used 9
Or, if it is the monetary scale, are dollars or yen or some other currency relevant? But
having selected a particular scale as appropriate for measuring a particular property, and a
unit to apply that scale, it appears mistaken to then ask "what is the dimension of the unit9"
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Therefore, m o n e y as the unit of measurement should be distinguished from the scale from
which it is derived, and the scale itself needs to be distinguished from the empirical property
being measured. The unit selected is simply a subdivision of the scale. Vickrey (1975a) and
M o c k (1976) regarded the choice of unit as arbitrary in the sense that there is no w a y in
principle to justify using, say, feet over metres in measuring length. This criticism m a y not
be applicable to accounting where local laws prescribe the use of the domestic currency.
Further criticism of the stability of m o n e y is n o w considered.

Abdel-Magid (1979a) regarded stability as "a logical requirement, not an empirical
requirement". The statement appears valid regarding the logical requirement. Given that
a scale has been selected, the choice of unit is a logical step in the sense that it is simply
definitional of the size of the unit selected in order to apply the given scale. It is a precondition before measurement can take place. Logical choice of the unit of measure should
ensure that it is homogenous in relation to the purpose of the measurement. Measurement
could not take place otherwise.

Yet the empirical requirement for the numerical relation system to be isomorphic to the
empirical relation system means that the numbers used must reflect the underlying empirical
property. T h e scale w a s selected for this purpose, and, if the empirical relationship is not
maintained, it is the scale which should be examined in relation to the underlying empirical
property. In measurement of length and weight involving physical objects the selected unit
would count "one for one" in relation to the property being measured But that would not
preclude the measurer noticing differences in other properties of the objects being measured
T w o examples, one involving length and the other weight, are used to demonstrate this
point.

For example, suppose that the length of a proposed railway line was being measured by a
engineer for the purpose of estimating the cost of construction. The scale being used w a s
the ratio scale using natural numbers, with the metre as the unit of measurement. Once the
route to be taken by the railway line had been decided, its total length could be measured
according to this scale. A s s u m e further that the railway line is to pass over s w a m p , desert
and a mountain range, and the construction costs are different for each type of terrain
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While measurement of the total length would be suitable for that calculation, it would not
be appropriate for measuring the total cost of construction. For this purpose, the engineer
would need to k n o w h o w m a n y metres were to built over s w a m p , desert and the mountain
range. Different terrain would not be viewed as a deficiency of the metre unit, but rather
differences in the terrain being measured. And, of course, whatever the measurement unit,
the empirical relationship amongst the objects being measured should be maintained.

Suppose that a butcher held a contract to supply a hospital with a stated number of
kilograms of beef each week. Each kilogram of beef for this purpose would count as one
Yet in terms of their quality some of the cuts m a y be superior to others (Ryan, 1972). The
inclusion of too m u c h poor quality beef could lead to the contract being renegotiated to
stipulate the quality, in essence changing the product being weighed. But the measurement
unit, the kilogram, would continue to be used. A n dfluctuationsin the quality would not be
attributed to the kilogram. That would depend on the beef being measured, and would be
an empirical matter.

These two examples highlight the distinction between the unit of measurement, and the
actual scale. Once a subdivision of the scale has been selected as the unit - the standard for
the planned measurements - that unit should be consistently applied. A n d it will remain
appropriate for this purpose so long as the scale remains appropriate for measurement of the
chosen qualitative, empirical property. Thus the criticism that the unit of measurement is
no longer stable m a y be interpreted as recognition that the scale selected is inadequate for
providing a constant standard in relation to the empirical property. The reason for this is
likely to be found with either the scale or the empirical property.

If this analysis is valid, criticism of the variability of the purchasing power of mon
be directed to the scale and what is being measured. For example, "not allowing for changes
in the measurement standard (unit of currency) w h e n in fact it does change because of
movements in the general level of prices" has been characterised as a "failure to comply with
legitimate requirements" (Hampton and Bishop, 1998: 50). Yet their statement appears to
contain a contradiction - a variable standard. T h e "variability" is correctly attributed to the
change in the general price level. So the criticism should be directed to the reasons for the
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changing prices, and w h y they cause the scale being used to be unreliable. The unit is but
a p a w n in this process.

This analysis suggests that the qualitative, empirical property should be chosen firs
Chambers' system this might be debt paying capacity, in which case an appropriate scale for
measuring that capacity should be selected along with the unit of measure. Having reached
that point further selection is redundant. Chambers (1966) would, no doubt, have been
motivated by the wish to ensure that money, as the unit of measurement, was stable as a
store of purchasing power as, for him, purchasing power was the qualitative, empirical
property of wealth that should be measured infinancialstatements. The use of purchasing
power as the unit of account is n o w examined further.

Purchasing power and measurement in financial statements

Along with Chambers (1965) many theorists have regarded purchasing power as the
property which ought to be measured infinancialstatements. Adjusting measurements
expressed in dated money units to allow for the change in the purchasing power of the
dollar is regarded as a "pure scale adjustment" (Moonitz, 1970, Abdel-Magid, 1979a).
Vickrey (1994), in spite of his earlier reservations, apparently has become an advocate of
this approach. Godfrey, Hodgson and Holmes (1997: 44-5) state that "[t]he invariance of
a scale permits us to k n o w the extent to which a theory or rule remains basically the same,
even though the scale is expressed in different units, such as from centimetres to metres or
from nominal dollars to constant dollars". Mathews and Perera (1996: 153) claim that
dollars of different dates cannot be aggregated as "different scales are used". Failure to
resolve the issue of whether purchasing power measurements m a y be validly used in
measuring periodic profit is impeding progress in accounting theory.

It should helpful to the analysis to bear in mind Keyne's summary of significant rela
between money, purchasing power and index numbers. H e wrote:
Thus Money-of-Account [his abstract concept] is the term in which units of
Purchasing Power are expressed. M o n e y [actual money] is the form in which units
of purchasing power are held. The Index-Number of the price of the commodity
representative of consumption is the standard by which units of Purchasing Power

120

are measured (Keynes, 1930: 55-6; [my inserts]).
Keynes, while thus accepting that m o n e y w a s the medium in which purchasing power is
stated, acknowledged that index numbers provide the means for its measurement. Thus he
held no expectation that m o n e y should, or could, measure purchasing power directly in its
o w n right. It is perhaps unfortunate for a full understanding of his views that Keynes did
not specify explicitly a relationship tofinancialstatements, although the concept of money
as the unit of account could be inferred from his abstraction, "money-of-account"

The purpose in this part is to show, first, the legitimate function that index numbers
in illustrating changes in the relative prices comprising an economic variable, such as the
cost of living or the purchasing power potential of a given income level. Second, to explain
why purchasing power is not equipped to perform the role of a social unit of measurement,
thereby ruling it out for measurement of periodic profit of a firm. Nevertheless, it does have
a role in relation to personal capital maintenance, and in interpreting the significance of
periodic profit over time. A n example is used to draw out these relationships Third, to
consider whether purchasing power has the stability necessary for a standard that could be
used in accounting measurement. Fourth, to consider whether it is able to reflect a
qualitative, empirical property underlying all the elements. The case made by Chambers
(1966) for its use in his C o C o A model is assessed in this context. The concept of a pure
scale adjustment which leaves the underlying reality intact and thus provides stability in
measurement is also evaluated. Finally, economic theory is drawn on for further light on
capital maintenance.

The difficulty with purchasing power is that it is an artifact; there is no such thing
standard unit of purchasing power. Indeed, it does not exist independently of money. A s
the quote from Keynes makes clear, m o n e y is simply the means for holding purchasing
power. And, as discussed earlier, the value of the actual expenditure w h e n the money is
spent will depend on individual preferences. Thus, to operationalise purchasing power,
decisions must be m a d e about the economic spending unit, the items comprising the
expenditure and their weighting to produce a "basket of goods and services" which is then
expressed in relevant prices at the base date (Keynes, 1930: 54).
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Suppose that this has been done for a consumer in a stipulated city following maintenance
of extensive records to monitor actual expenditure. The total expenditure of this basket is
then represented by an index number as at the base date. This then becomes the
consumption standard for this consumer. At relevant intervals, current prices of the
expenditure comprising the basket are used to adjust the index for any changes. The change
in the index over time m a y then be used in assessing whether that consumer in the particular
city is "better or worse off". O f course, this assessment should also consider other
economic factors, such as changes in income levels. Assuming the basket of commodities
remains representative of the consumer's expenditure whose tastes are unchanged, few
would question that the resulting information should provide information relevant to the
intended purpose of an assessment of the change in comparative welloffhess of the particular
consumer.

However, as time passes the availability of new products will cause the basket of goods
be updated. Technology and tastes are changing constantly. So not only are prices
changing but also the content of the basket of goods, the expenditure standard. Even with
a constant basket, a change in the consumer's tastes and preferences will cause a change in
the value of the basket to the consumer. Furthermore, there m a y be efficiency gains from
the expenditure in relation to its purpose (Keynes, 1930: 95). For these, and other reasons
discussed by Vickrey (1976), there is not a constant, unchanging quantity of goods and
services which e n d o w the basket with the clarity and lack of ambiguity required of a
standard capable of providing a measurement scale.

In addition, because it was constructed with a particular consumer in mind, generalisi
all consumers is arbitrary. This appears to be the case especially in measurement in financial
statements for microaccounting entities operating in and across a range of industries and
markets, and whether organised as partnerships, companies or company groups, although
the status offinancialstatements produced for the latter is arguable (Chambers, 1969).
There appears to be no index of prices which should be selected on the basis of principle for
all accounting entities within a particular economic juridiction. Consider, for example, the
institutional shareholders of companies for w h o m a consumption index would have no
relevance. The management of a manufacturing firm m a y find that an international index
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reflecting the prices of their raw materials and products is more relevant to their decisions
than one based on national movements.

Continuing with the example, suppose the individual consumer, in addition to calculatin
comparative welloffhess, wishes to ensure that capital is not dissipated through excessive
consumption. It is assumed that the consumer's income comprises interest and dividends
from investments and the profit of afirm,and that the concept of capital the consumer has
in mind is purchasing power or " c o m m a n d over goods and services"(COG) (Chambers,
1966; Sterling, 1975). The example raises three related measurement problems: first,
calculation of any change in comparative welloffhess; second, calculation of whether capital
has been maintained; and third, measurement of profit of the firm.

Regarding the first problem, the previously calculated index will be relevant to ascer
the purchasing power of current money income is sufficient to maintain consumption levels
at prevailing prices; if not, then the standard of welloffhess has declined A comparison
using m o n e y income should be adequate for this purpose. If the cost of living has risen
relative to income, the consumer will need to consider reducing expenditure if capital is to
be maintained. A s to the measurement of capital maintenance, decisions are required for
measurement of the assets in which the capital is invested, and whether there should be any
deduction from the money income of the consumer for this purpose. It will be recalled that
the consumer's assets, aside from any cash, comprised investments and the capital invested
in thefirm.O n the face of it, restating the amount of the money invested in the investments
and the capital of the firm, would appear to be in accordance with the objective of
maintaining the investment in C O G or current purchasing power. Adjustments of this kind
should ensure that, through the equality of the double entry equation, consistency in
measurement is maintained. The translation process would be similar to that proposed for
the supplementary current purchasing power (CPP) method (which fairly quickly lost
favour).

However, the maintenance of capital would be more apparent than real in the sense that,
although capital following restatement w a s expressed in current purchasing power, there is
no reason w h y the amounts at which the restated investments are shown should equal their
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purchasing power which the money proceeds from their sale might reflect. In order to
convert the investments into purchasing power they must first be realised; that is a
requirement if they, or part of them, are to be used to finance consumption. Hence, the net
realisable values of the investments are the relevant amounts for calculating the individual
consumer's capital maintenance. Evidently price level adjustments of assets in which the
capital of an individual consumer is invested are of questionable relevance for capital
maintenance calculations.

This raises several questions. What is the relevant concept of the individual consumer's
capital for this purpose? Should changes in the market values of the investments should be
included in income? Norris (1945) supported their inclusion in the consumer's income, but
was concerned by the apparent inconsistency in not including similar adjustments in profit
of the firm. This m a y be explained by the different objectives for personal income
measurement and for measurement of profit of the firm. The assumed purpose of personal
income measurement is to ensure that individuals do not impoverish themselves through
excessive expenditure on consumption, thereby reducing their capital. Normally capital
invested would be in the form of money, and its subsequent expenditure on consumption
would require conversion into money, suggesting that for this purpose investments should
be measured at their current selling price, with any changes over the period being included
in the calculation of income. Otherwise, in the event of a fall in the market value of the
investments, the invested capital would not be maintained.

This analysis suggests that the relevant concept of capital is the current cash equival
(CCEs) of the assets representing it. Yet should the capital to be maintained for this
purpose be viewed as a capital sum or a stream of future income flows? In the former case,
there is a definite sum to be maintained; whereas the latter case might be interpreted to mean
that so long as consumption did not exceed income, the future income stream should be
preserved. Suppose there w a s no change in the consumer's price index while the market
value of the investments fell substantially. Could it be said that the consumer's capital had
been maintained without any adjustment for this fall? The answer depends in part on the
meaning of "capital", and in part on future expectations.
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For example, interpreting capital as the capital value (similar to Hick's concept N o . 1) gives
a different result to mterpreting capital as the maintenance of future expected income in real
terms (similar to Hick's concept N o . 3). Concept N o . 1 clearly involves maintenance of a
stock, whereas the concept N o . 3 involves maintenance of a future flow. Unless certainty
is assumed, application of these concepts will give different results. The difficulties
associated with Hicks' (1946) concepts have been discussed more fully in Chapter 3.

Future expectations will be different if the price fall is industry or economy wide, wit
minimal changes expected in the underlying cash flows to be received from the investments,
compared with a price fall due to the deteriorating performance of the particular entity.
Extending this analysis to all consumers, each should m a k e any adjustments required for
capital maintenance in their o w n books using their o w n specific price index

Regarding measurement of periodic profit of the firm, it is important to recall the dif
objective of the firm, which exists to maximise profits, or the value of the firm, to its
owners. Assuming that the value of the firm depends on its earning capacity means that
profits, including expected profits, are central to the market's valuation. Given that past
profits are the source of distributions to owners, the realisation concept is important in
ensuring that revenue represents an inflow of money. The concept of realisation is contrary
to (upwards) revaluations of assets and inclusion of the gains in profit. Thus the different
objective distinguishes profit measurement for the firm from individual capital maintenance
related to consumption. In the latter case unrealised price gains can be included in the
calculation of individual income.

It will be appreciated that the example involved a single consumer selecting a relevant
of spending on consumption. This avoided the arbitrary selection of a general index, like
the consumer's price index. In theory, a specific index could be constructed for each
consumer. In addition, it was argued that the consumer's consumption index, even of a sole
trader, w a s not applicable to the sole trader's firm because of different objectives.
Moreover, it w a s not judged to be relevant for measurement of the current value of the
consumer's investments. M a n y writers have gone further in their criticism of price level
accounting. Gynther (1971), for example, has questioned the relevance of purchasing power
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adjustments to any information need of users. The focus n o w shifts to consideration of
whether purchasing power, as employed by Chambers' (1966) system of continuously
contemporary accounting ( C o C o A ) , can constitute a qualitative, empirical property
satisfying measurement theory criteria. Chambers (1963: 387) had recognised the need for
the assumption of "a c o m m o n quality which all items ... possess and which m a y be
represented by a money sum".

CoCoA included in the profit statement a capital maintenance adjustment based on chang
in the general price level and changes in the selling prices of assets. The capital maintenance
adjustment is calculated by multiplying the net assets at the beginning of a period by the
change in the general price level index over the period, in effect restating owners' equity to
purchasing power at the end of the period. A n y further capital introduced during the period
would be similarly adjusted to period end purchasing power. The amount of this adjustment
is treated as an expense in measuring profit and credited to a capital maintenance account
The restatement of net assets to their market selling prices results in price variation
adjustments being included in the measurement of profit. With assets and liabilities
measured at their current cash equivalents (CCEs), and owners' equity at its restated
purchasing power, Chambers believed that purchasing power or C O G was the extensive
property underlying all elements of thefinancialstatements. Whether C C E s constitute a
valid measurement concept for use in financial statements independent of price level changes
is considered in Chapter 10.

Assuming for the purpose of this analysis that purchasing power can provide stable
measurement, the question to be answered is whether purchasing power constitutes an
extensive property embracing all the elements. Exchange transactions have been accepted
as the fundamental measurements. A s s u m e further for this purpose that wealth of an entity
can be measured at the net amount of the C C E s of its net assets, the C C E s being accepted
as derived measurements. N o w where does a general price level adjustmentfitinto this
picture? Realisation of the assets and settlement of the liabilities would yield a sum of
money which thefirmcould use for adaptation to market conditions, one of the information
needs of Chambers' system. M o n e y is the form in which purchasing power is held. Thus
purchasing power is a property of money; it is not a property of non-monetary assets,
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although they are measured at their C C E s .

Moreover, were the net assets sold (contrary to Chambers' going concern assumption) for
the amount of their C C E s , the actual purchasing power realised from the money proceeds
would depend on the market in which the proceeds were spent and the prices obtained.
While the general rate of inflation, or deflation, m a y influence the type of reinvestment
selected, adjustments for changes in the general price level do not enter directly into these
decisions. A n d it is difficult to see h o w they could w h e n the "purchasing power worth" of
an investment can only be assessed w h e n the expenditure is made. Thus conversion of
assets into cash and thence further investment does not appear to have any necessary value
connection from thefirm'spoint of view to general price level adjustments.

Furthermore, the general price level adjustment is applied to one element only of the
entry equation. The double entry equality is maintained by debiting the adjustment in the
profit and loss account, and crediting the capital maintenance reserve or retained profits.
In effect, this simply amounts to a transfer within owners' equity. And, it should be
observed, this adjustment is not applied to assets and liabilities at any point in time.
Normally, of course, abstracting from changes in contributed capital and dividends, the
relationship between changes in the net assets over a peiod of time and owners' equity is
reflected in the profit statement. But not in the C o C o A system where the change in net
assets equals profit before the capital maintenance adjustment. Thus, as used in the C o C o A
system, purchasing power does not constitute an extensive property applicable to all the
elements. This conclusion can be demonstrated symbolically using the familiar symbols; M
for monetary assets, N for non-monetary assets, R for residual equity (owners' equity), p
for change in the general price level and s for changes in the selling prices of non-monetary
assets. Hence, the C o C o A model can be represented by:
M

+

N(l+s)

R(l+p)

+

(Ns - R p )

(Chambers, 1966; Hendriksen, 1982; dating omitted).

Net assets, shown on the left hand side of the equation have been restated for the spe
selling price changes in respect of the non- monetary assets, and not for the change in the
general price level. This appears to be a weakness of all relative price change models,
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including the relative current value model advocated by the A A R F (1998). The essential
difference of the A A R F model from the Chambers' model is to use replacement costs as
opposed to selling prices for the non-monetary assets, N(l + q) replacing N(l + s) and N q
replacing N s in the above equation (q represerrting the specific price change). The important
conclusion from this analysis is that neither of these models adjusts assets and liabilities for
the change in purchasing power, and, in both models, the non-monetary assets are measured
on a different basis from the owners' equity. Thus, a c o m m o n qualitative, empirical
property appears to be lacking. Furthermore, purchasing power does not appear to be a
property of non-monetary assets, which are "twice removed" from it. Purchasing power is
held in the form of money (Keynes, 1930). Whether purchasing power can provide a stable
unit of measurement is n o w examined.

Stability of purchasing power as the unit of account

I have previously argued that, unlike money, the "value" of purchasing power is a conc
applicable to the individual, and that in each case its worth will depend on the individual's
value function. However, a great m a n y writers have asssumed the reverse: that purchasing
power provides a constant standard, and it is money that isfickle.The anlysis commences
with the ratio scale. A n attribute of the ratio scale is that multiplication by a constant should
leave the underlying empirical reality intact, or "invariant". This is what Chambers (1966),
Moonitz (1970) and Abdel-Magid (1979a) have described as a "pure scale adjustment".

Thus a scale measuring length in inches may be converted to a scale in centimetres by
multiplication by a constant (2.54) while maintaining the underlying empirical relationships
among the measurements.

In no w a y has the empirical reality represented by the

measurements changed. In the language of measurement theory, one numerical relation
system ( N R S ) has been substituted for another, and both remain isomorphic to the empirical
relation system. That, in essence, is the main condition for the use of the ratio scale. Hence,
the measurements in the two, different numerical scales maintain the integrity of the
underlying empirical property. C a n that be achieved by the use of price level adjustments
infinancialstatements?
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In a colourful metaphor, Margenau (1959: 164) explained that "... measurement enables
both the embarkation and debarkation of a theoretical traveller at the shore of empirical
fact." Abdel-Magid (1979a) apparently overlooked the requirement that the empirical
reality underlying the ratio scale conversions must be present in both the "from" and "to"
N R S s , relying on the statement that "the ratio scale ... permits the multiplication of the
measure of a property by a constant leaving the scale form invariant, i.e., preserving the
empirical contents of the measures produced by the scale". His argument appears to be that,
by constituting a ratio scale, exchange transactions can be converted - but without any
reference to maintenance of the integrity of the empirical base. In challenging Vickrey
(1976), it is surprising that Abdel-Magid (1979b) did not address Vickrey's arguments on
the index problem. Lack of support or evidence for maintenance of the underlying
purchasing power of C C E s also appears as the main weakness in the analysis of Trowell
(1980), rejected by Solomon and Vickrey (1980).

Furthermore, the claim by Mathews and Perera (1996: 153) that dollars of different date
cannot be aggregated as "different scales are used", identifies another problem peculiar to
price level adjustments. These authors explicitly acknowledge that each date has its o w n ,
unique scale of purchasing power. Granting this assumption in effect means that, in
purchasing power terms, no common

base which can be further transformed exists - because

at each time point purchasing power is different. They are then confronted with the problem
of h o w to establish such a base, with all the attendant index problems discussed previously

Moreover, reverting to the analogy with length for conversion from one scale to another
further difficulties are apparent. First, there is only one reality depicted in the pure scale
adjustment of length, and time is not a significant factor. The length of the same object is
simply expressed in different units. Yet the purchasing power restatement relates to
purchasing power at two different points of time. Thus there are two independent realities
to be considered. Time is of the essence. Second, the initial ratio scale in purchasing power
is not multiplied by a constant as it is in the case of length. Instead, a series of conversion
factors, each of which reflects the different dates of the original transactions, are used
Were the conceptual justification for the adjustments clear, these problems might be viewed
as relatively minor problems of application. Lacking basic support, however, the additional
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complexity simply reinforces a point m a d e earlier of the absence of an absolute scale of
purchasing power. It is concluded, therefore, that purchasing power itself cannot provide
a stable unit of measurement.

Some thoughts from economic theory

The concept of "n^intaining capital", in the sense of not reducing it without court ap
has not featured in economic theory. Indeed, the usually unstated assumption is that capital
should be able to m o v e quickly andfreelyto maximise its return. Thus, Edwards (1938)
criticised accounting conventions due to the fear that legal provisions for maintenance of the
paid in capital would restrict economic development. Nevertheless, accepting that profit
only emerges as an amount in excess of capital, capital maintenace m a y be viewed as a
reflection of profit measurement, but without any acceptance of the policy limiting its
movement.

It is in this sense that economists have a legitimate concen with the

measurement of profit; this concern extends to its measurement "in real terms". In this part,
the neoclassical view is first considered. Next, the meaning of "in real terms" is evaluated.
Finally, h o w purchasing power adjustments might be used in interpretation of financial
statements is discussed.

The reference early in this chapter to the fact that neoclassical economic theory of t
had no need of money, all exchanges being settled simultaneously at the relevant ratios
which cleared the market, is relevant. While the ratios of exchange between commodities
could be regarded as being "in real terms", without the establishment of a numeraire a price
level does not exist. O n c e the use of m o n e y is accepted, the purchasing power of money
becomes important in assessing the relative "welloffhess" of different sections of society
However, arguments from the neoclassical economic theory of individual value, or of value
to thefirm,do not appear to offer support for purchasing power adjustments (Ryan, 1972).
Both theories are expressed in terms of future, expected prices and there does not appear
to be any significant value connection between past prices and estimates of future prices
(Robbins, 1937). Hicks (1946: 175) concluded his discussion of individual value in relation
to price changes by writing that there w a s "no completely satisfactory answer" to the
question of what was the appropriate index-number of prices to take
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Goldberg (1965) identified two different ways the expression "in real terms" m a y be used
by economists. Thefirst,a non-monetary interpretation, refers to comparisons which go
behind the monetaryfiguresto ascertain whether there has been growth or improvement in
an economic variable. For example, a macroeconomist m a y say that national income has
increased by 1 0 % in real terms, meaning that in terms of national output or production there
has been a 1 0 % increase in the actual physical volume of output, whereas the money amount
from that output may have increased by a greater or lesser amount (Fabricant, 1950). This
kind of analysis facilitates our understanding of the economy. Another example might be
where a wage earner was judged to be better or worse off following a wage increase. This
evaluation would be based on whether the w a g e earner could n o w buy more goods and
services with the increased wages than before at the old wages. This latter example relates
to the evaluation of the income and consumption of an individual consumer, and appears
useful for that purpose.

Second, "in real terms" may be intended to denote an underlying reality, a physical q
However, after attempting to apply this concept of "in real terms" to the profit of a firm,
Goldberg (1965:273) concluded that "real profit in a primary, physical sense is
meaningless". Profit is a measurement of results achieved, and although profits may be
distributed as dividends, notions of consumption do not apply to it. H e saw no point in
measuring profit in some other, physical good in preference to the socially accepted unit of
account.

Hicks (1974) noted that capital of an economy could be defined in terms of the physica
goods used in production of other goods, and to obtain an aggregate measure the capital
must be measured in money terms. This aggregate should be deflated by an index of the
change in prices of capital goods to correctly measure the volume of the capital. Hence he
called this definition the volume of capital, and contrasted it with the value of capital, to be
measured at the discounted future net product to flow from the capital. Those w h o
emphasised the volume definition he named "materialists", and those w h o favoured the value
definition, he named as "fundists".

Accountants were included with the fundists because they conceived capital as a fund
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unidentified with particular assets, while disclosing volume capital as assets. Hicks (1974:
309) regarded both definitions as defining "real capital", but m a d e it clear that the two
senses of real capital should be distinguished. Both definitions are used in social accounting,
or macroaccounting, thereby setting them apart from Goldberg's analysis based on
microaccounting. Hicks' concept of volume capital related to physically existing capital,
whereas his value of capital w a s the capitalised value of the income stream. His description
of accountants as fundists for the reason given appears correct, but it is open to the possible
misinterpretation that accountants ascribe to the measurement of assets at their present
values in externalfinancialreporting.

It has already been noted that purchasing power is useful for comparing wage levels or
incomes of particular groups in relation to an index of the cost of living. It can also be used
in interpreting financial statements, including firm profits. Gilman (1939: 6) expressed the
opinion in relation to Sweeney's (1936) "stabilized accounting" that it was "rather a method
for interpreting results". Profit, according to Norris (1945: 334), is a money surplus, and
"calculations in terms of purchasing power and 'real income' lie outside the scope of profit
measurement". H e also argued thatrisingreplacement costs should be provided for by
appropriations from profits, rather than by including the replacement costs as expenses in
the calculation of profit. A n y sums appropriated for this purpose should be regarded as
reserves. In reviewing his personal contribution to economics over a long period, Hicks
himself recorifirmed his view that the conventional accounting measurement of profit served
its purpose well, and that any adjustments for price level changes were matters of
interpretation best effected outside the accounts (Brief, 1982).

The conclusion appears inescapable, although price level indices constructed for particu
purposes m a y be useful for those purposes, purchasing power cannot provide a stable, social
unit of measurement that meets the requirements of a ratio scale, a necessary condition for
it to be used as the unit of account infinancialstatements. This is a social function c_lling
for a universally acceptable standard. The purchasing power worth of money, both potential
and actual, depends on the individual preferences and valuations of firms and individuals.
These valuations will vary between them, and also over time individually as their
circumstances change.

A point of universal agreement about the purchasing power of
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money is that it changes over time as relative prices change; however, there is far from
universal recognition that the changing purchasing power of money in effect renders it
unsuitable as a standard for use as the unit of account.

Concluding comments

The analysis of the several functions of money has shown how they may be used to shed
light on accounting measurement. Five functions were distinguished. It is, however,
necessary to heed the warning sounded by Jevons (1883) that it is important to discriminate
carefully amongst the different functions of money. Three functions of money (as the
medium of contract consideration, as a means for the settlement of debts and as the unit of
account) are closely related - indeed, they are interdependent. Propertyrights,and changes
in property rights, provide the unifying theme. In the absence of severe economic
dislocation causing money to lose its general acceptability, nominal money provides a valid
standard for these three functions. Under normal economic conditions money can be used
as the unit of account where it is relevant for measurement of the qualitative, empirical
property of the elements selected for measurement infinancialstatements The other two
functions served by money, as a measure of relative values and prices (based on Keynes'
price lists) and as a store of purchasing power (based on individual preferences) relate to
accounting only indirectly. The concepts outlined by Keynes (1930) have been applied
extensively, particularly the derived view of purchasing power as a relative concept
dependent on individual values.

Furthermore, careful cuscrimination between the functions of money has enabled a possi
reconciliation of the two conflicting views of whether financial statements should be based
on costs or values. Each view is consistent with a different function of money. The cost
approach, as in H C A , can be justified in the manner indicated in the preceding paragraph.
The value approach assumes that the main function of money is to confer purchasing power.
In this capacity it can also act as a store of purchasing power. Moreover, its function as the
unit of account to measure changes in purchasing power is seen by many as the natural
extension of that role. However, the function of money as a store of value in purchasing
power terms w a s shown to be a relative function depending on individual values, thereby
133

casting doubt on its usefulness in a social context.

Reviewing the basis for construction of a price level index to measure changes in purchasing
power added weight to the view of purchasing power as an individual concept both in its
interpretation as well as in its construction. Undoubtably there is a need for these
calculations to show whether different groups within an economy are improving their
standard of living or welloffhess. However, a constant, unchanging quantity of goods and
services constituting a standard capable of meeting the criteria for a ratio scale for use in
accounts does not appear to exist. In addition, because the price level index was
constructed with a particular consumer in mind, generalising to all consumers is arbitrary.
Thus, there appears to be no index of prices which should be selected on the basis of
principle for all accounting entities within a particular economic jurisdiction.

Whether the capital maintenance objective should be measured in purchasing power terms
was explored in this context. It w a s found necessary to distinguish between the individual
consumer and the firm in which capital had been invested on the basis of their different
objectives. Price level adjustments of assets in which the capital of an individual consumer
is invested are of questionable relevance for capital maintenance calculations to ensure that
the consumer is not impoverished through excess consumption. Here the market selling
prices of investments are relevant, with price gains and losses being included in income. O n
the other hand, due to the different objective, it is inappropriate to include upwards
revaluations in periodic profit of the firm applying the realisation concept. There appeared
to be no support from economic theory for capital of a firm to be maintained at a particular
level. Several writers supported the notion that price level adjustments should be regarded
as matters of interpretation best effected outside thefinancialstatements.

Whether purchasing power can provide the qualitative, empirical property required by
measurement theory is an important issue to both Chambers' (1966) C o C o A and the
AARF's relative current value model. Neither of these models adjusts assets and liabilities
for the change in purchasing power, and, in both models, the non-monetary assets are
measured on a different basis from the owners' equity. Thus, a c o m m o n qualitative,
empirical property appears to be lacking.
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Chapter 5

T h e double entry calculus and h o w it is interpreted

Introduction

Previous chapters have laid the groundwork for my explanation of the double entry calcu
( D E C ) and its interpretation. The formal methodology to be used w a s explained in Chapter
1 as mainly logical positivism, or, more generally, as what Gaffikin (1988) has described
as the "postulational method". T h e economic context in which accounting actually
operates,

described as Post Keynsian, w a s also outlined.

Chapter 2, introducing

measurement theory criteria, emphasised the elementary step of identifying a qualitative,
empirical property in the construction of an empirical relational system.

Exchange

transactions were accepted as providing the fundamental measurements, with profit
measurement presented as an example of derived measurements. Chapter 3 confirmed that
economic income, a forward looking concept, is unsuited for measurement of profit for a
past period in relation to maintenance of a specific amount of capital contributed to the
entity. M o n e y , in the absence of severe economic dislocation, as explained in Chapter 4,
was accorded a potential role as the unit of account within the economic context assumed.

There are several reasons why I have persisted with the use of this particular calculus
as explained in Chapter 1, axiomatic systems offer significant advantges in analysis,
particularly in facilitating the depiction of the logical relationships a m o n g the elements and
in requiring the analyst to be self-conscious about imparting specific meaning to the
primitives. Second, basing the elements on the identities of the double entry equation will,
I hope, facilitate communication of the results of this research to public accountants, and
associations of professional accountants. The latter bodies, in formulating accounting
standards, have been drawing on conceptual frameworks which have the potential to assume
the role of explanatory systems of externalfinancialreporting. Third, to facilitate the
formulation of two axioms, the first basic to all accounting systems for the measurement of
periodic profit, and the second directly related to capital maintenance. It is to the latter
particularly that the rigor of the axiomatic formulation is directed. However, rather than
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building an axiomatic system based directly on measurement theory, I have chosen to
emphasise axioms from the double entry equation directly related to m y explanation of
historical cost.

The chapter is organised as follows. Following some introductory overview, the double
entry calculus is formally set out as a mathematical system. The stark nature of this
abstraction highhghts the generality of its elements, and raises the issue of their
interpretation. The symbols are far removed from the service function of providing financial
statements for use by the community. Thus, an explanation of h o w the symbols of the D E C
are related to the environment, is needed. The statements comprising this explanation are
referred to as the "general postulates offinancialaccounting". Importantly, the postulates
provide a method for interpreting the elements and giving meaning to the D E C . This
explanation is followed by a discussion of the limitations of general purpose accounts. I
argue that conferring meaning on the D E C requires identification of a specific, c o m m o n
purpose. Propertyrightsare advanced as the qualitative, empirical property underlying all
the elements. It is the specific interpretation of property rights from a specific information
need that provides the key to interpretation of the D E C . The demonstration that property
rights are c o m m o n to such well k n o w n accounting terms as assets, liabilites and owners'
equity requires extensive discussion

The double entry calculus is the term used to describe the set of basic elements, equat
and relationships underlying double entry accounting together with the assumptions, general
concepts and logic justifying those equations. A s a general system, double entry can form
the basis of a number of individual systems, or interpretations. These m a y include, for
example, historical cost accounting ( H C A ) , constant purchasing power accounting (CPP),
current cost accounting ( C C A ) , or continuously contemporary accounting ( C o C o A ) . Thus
it provides a general or c o m m o n structure which can be used to evaluate the internal
consistency of systems for the measurement of profit and capital. However, for the calculus
to be accepted as a theory, at least one interpretation must be accepted as empirically valid
Bazley and Mattessich (1991) refer to the calculus as the "core model" and to the several
interpretations as "a net of specialisations".
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The calculus includes five point-of-time elements, including owners' equity and its
components, capital and retained profits. Thus owners' equity, while redundant, is retained
as it simplifies the analysis. Changes in these elements are shown by bracketed subscripts
to denote the end of the relevant period over which the change occurred. T o distinguish
these changes from the four periodic elements, the latter are shown in square brackets.
Changes in assets and liabilities are the primitive or undefined terms, and they are further
subdivided so that the changes for a period are aggregated by the relevant source. This, in
effect, is a summarised transactions approach, which continues the transactions based
research.

Altogether there are 23 elements. With 15 being defined within the calculus, eight are
primitive terms. These primitive or undefined elements take their meaning from outside the
calculus, and, in order to constitute a valid theory, they should be empirically testable.
Changes in assets and liabilities are selected as the primitives because they can be tested
much more directly than concepts like capital and profit (Rudner, 1966). Moreover, these
changes are based on contracts which w h e n executed result in exchange transactions; the
latter being accepted as providing the fundamental measurements. The elements used in the
calculus for owners' equity reflect the important distinction between contributed capital and
retained profits.

Surprisingly, especially as the significance of capital maintenance is acknowledged, the
distinction between capital and profit was apparently overlooked in the Australian Statement
of Accounting Concepts No.4 (SAC4), which includesfiveelements only - assets, liabihties,
equity, revenues and expenses. S A C 4 does not explicity include concepts of capital, profit,
retained profits and dividends or drawings. Like the Australian and international conceptual
frameworks, the definitions of the elements in the F A S B ' s conceptual framework are
general, implying that a means for their interpretation is required before they can be applied.
Lacking this means, or acceptance of the need for it,financialstatements have been treated
as "general purpose", an approach considered further later in the chapter.

The formal calculus is underpinned by one main axiom (1), stating the well known
fundamental equality in terms of changes in the elements of the double entry equation
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Accepting this axiom has powerful implications for measurement of the elements. T h e profit
theorem (3), derived from it, demonstrates the well k n o w n result that, abstracting from the
changes in net assets caused by the introduction or withdrawal of capital or dividends, profit
must be represented by an increase in net assets. M a n y writers (for example, Folsom, 1873;
Sprague, 1880, 1901; Johnston, 1951) have demonstrated w h y the equality is maintained
over the several kinds of transactions.

A conditional capital maintenance axiom (2) is included in order to derive formally a rul
the capital maintenance theorem - for ensuring that distributions are not returns of capital
The axiom states the condition for the payment of a dividend in order not to return capital;
i.e., retained profits must be positive. It is conditional because its observance will not
necessarily guarantee that capital is maintained; capital m a y be lost in operations. In
addition, in s o m e jurisdictions, N e w Zealand for example, it m a y not be necessary to
maintain paid in capital as a fund for the protection of creditors. The derived theorem (5)
shows the limit on dividend distributions. And, provided distributions obey the rule, net
assets will not be diminished below paid up capital due to excessive dividends.

The calculus does not formally include a unit of measure. However, it is implied as the
symbols used represent a quantity of the elements in each case. The application of the
calculus will, of course, require the selection of a relevant unit in relation to a specific
interpretation. For any interpretation to qualify as an empirical relation system, it is
important that the relevant measurement theory criteria, discussed in Chapter 2, be met
These criteria will be drawn on later in the chapter w h e n discussing the general postulates,
and also w h e n considering the monetary interpretation in Chapter 6.

Finally, property rights are explained as the most significant of the primitive terms us
the postulates for the interpretation of owners' equity. Clarification of the nature of owners'
equity in relation to assets and liabilities is necessary to demonstrate that it is a separate, but
correlated, concept. A n understanding of the complex nature of the relationship, including
the "co-dependency" of net assets and owners' equity, is required in order to evaluate fully
Postulate N o . 3 of the general postulates.
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EXHD3IT I - T H E D O U B L E E N T R Y CALCULUS

Elements of the system and symbols representing them
Point-of-time elements:
A, = quantity of assets at time t
L, = quantity of liabilities at time t
OEt = quantity of owners' equity at time t
C, = quantity of capital at time t
RP, = quantity of retained profits at time t

Change in the point-of-time elements:
Ait) = change in the quantity of assets for period ended at time t
L(1) = change in the quantity of liabilities for period ended at time t
OE(t) = change in the quantity of owners' equity for period ended at time t
C(t) = change in the quantity of capital for period ended at time t
RP(t) = change in the quantity of retained profits for period ended at time t

Change in assets and liabilities identified by the source or application:
A(t)1 = change in the quantity of assets for period ended at time t for which the
source was liabilities
i\t)c = change in the quantity of assets for period ended at time t for which the
source w a s capital
A^ = change in the quantity of assets for period ended at time t for which the
source was revenue
A(t)e = change in the quantity of assets for period ended at time t brought about
by expenses
A(t)_
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=

change in the quantity of assets for period ended at time t brought about
by drawings or dividends

L(t)a =

change in the quantity of liabilities for period ended at time t applied to

assets
L(t)e = change in the quantity of habilities for period ended at time t applied to
expenses
L(t)r = change in the quantity ofliabilities for period ended at time t for which the
source w a s revenue
L(t)c = change in the quantity ofliabilities for period ended at time t for which the
source w a s capital

Periodic elements, showing changes in R P :
P[t] = quantity of profit for period ended at time t
R(t] = quantity of revenue for period ended at time t
E[t] = quantity of expenses for period ended at time t
D[t] = quantity of drawings or dividends for period ended at time t

Many of these elements can be expressed as combinations of the others. The minimum
number in terms of which all others can be defined is eight. These eight have been chosen
as primitive elements because they summarise changes in assets and liabilities by their
source.
Primitive elements
A(i)c A(t)r A(t)e A(t)d A^j
^(t)c L(t)r L(t)e

Of the remaining elements, given a quantity at time zero (i.e. an initial dated circumstan
the point-of-time elements can be defined either by defining the change in them in terms of
the point of time elements by X<t)

=

X, Xt-i

(This gives a general definition, where X can be any of A, L, OE, C, or RP)
fir by defining the point-of-time elements in terms of the change of the point-of-time
elements. T h e latter definition, s h o w n as thefirstof the definitions, is used because it
facilitates identification of the selected primitives.
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Definitions
Dl X. = X(t) + X,.,

_:

D2

\t)

=

D3

L(1)

=

L(t)a

D4

L(t)a

=

A(t)l

D5

C(t)

=

D6

R(t]

=

D7

Ep,

=

D8

D[t]

=

D9

RP(t)

=

\#

\t»

\tyt

\fr

x

m

+

+

^0

V

+

L(l)e

+

L(t)c

+

L(t)r

+

L(t)e

-

L(t)

+

Afflr

\*

L(t)r

L(t)c

<t)d

\w
\)

D10 P[fl

=

RP(t) +

Dll OE (t)

=

C(t) +

c (t)

D

[t]

RP W

AXIOMS

Basic equality
OE(t)=

A (t) -

L(t)

(1)

Conditional capital maintenance distribution axiom
RPt * 0 (2)
THEOREMS
The Profit theorem
P =

m Rft] - E[t] (3)

(3) was obtained from (4) by substituting from D6 and D7 for the expressions on the rhs
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Ppi

=

( V

+

L(t)r) -

(A^ +

L(t)e)

(4)

(4) was derived by first substituting into (1) for OE(t) from Dl 1;
and then for RP (t) from D 1 0 to give on re-arranging:
^m

=

\) ~ ^(t) " (^(t)

- D

[tj)

Then substituting for all the elements on the right hand side from D2, D3, D5 and D
gives:
Pit]

=

\t)l

+

L(t)a

\*

V +

\tyt

\t)c

L(t)c

L(t)e

+

V +

L

+

\w

(t)c

Act)d

Utilising D 4 and simplifying gives (4) above.
Capital maintenance distribution theorem
D[t] _ RPM + PM (5)
This is derived from Axiom (2), and D10 after using Dl to substitute into D10 for
RP(t) to give:
RPt = RP,, + Pw - DM > O
This is then re-arranged to give Theorem (5).
The relationship of this theorem to capital may be shown. Applying Dl to the
elements of D 9 enables them to be written as point-of-time elements, and then
substituting from the above for RP t gives:
RP,., + Pw - D[t] = A, - L, - C,
Therefore, from the last two equations we can write:
A, - L, ^ Ct (6)
This demonstrates that, applying Axiom (2), capital will not be distributed.
Balance sheet theorem
A symbolic representation of the balance sheet can be obtained from Dl and (1)
OE, = A, L, (7)

142

The additional definitions and postulates for relating the D E C to the environment are n o w
introduced. They comprise ten definitions and five postulates. T h e term "postulates" is
used rather than axioms as the statements comprising the system of postulates have not been
developed as fully as the axioms of the D E C . For example, in a full axiomatic presentation
it would be necessary,first,to identify all the primitive, undefined terms used in the
definitions and postulates, and second, to devise a set of rules for conferring meaning on
them. The complexity of the latter task can be gauged from the listing of the primitive terms
which follows the postulates. But even if a full and rigorous system were developed, this
of itself would not provide a complete explanation.

It needs to be appreciated that at whatever level a theory is being considered, there wil
always be propositions lying outside the particular theory of reference which are needed for
its application and full understanding1. Neither the D E C nor the statement of general
postulates are exceptions to this rule. Chambers (1963: 349) noted that the "fundamental
premises for a theory of accounting lie outside the field of accounting proper"
Nevertheless, the postulates statement serves the useful purpose of prescribing the minimum
requirements and assumptions for an explanation of externalfinancialreporting of operating
results andfinancialposition.

It should also be noted that knowledge is "systematically presupposed" (Rudner, 1966)
whenever relevant. In the D E C , for example, simple rules of algebra and arithmetic have
been assumed. In the postulates statement, English grammar and the meaning of many
simple words has been presupposed. O f course, the meaning of terms or procedures
presupposed is always open to challenge.

According to Godel's incompleteness theorem (Nagel and N e w m a n , 1959) this applies to the
simplest propositions in mathematics. Thus, the double entry calculus requires external
propositions for its application. In the process this will create an additional set of definitions and
primitive terms, requiring resort to a broader frame of reference for their determination, and so on
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EXHTBrrn

G E N E R A L POSTULATES OF FINANCIAL ACCOUNTING
Definitions
1. Assets are economic resources owned by an entity.
2. Liabilities are obligations for future payments by an entity.
3. Owners' equity is the ownership interest in assets less habilities of an entity
4. Transactions are changes in the amount or form of assets, liabilities or owners'
equity, of an entity.

5. Accounting entity is the set of assets and liabilities identified by common ownership
and economic interest.
6. Users are persons with an economic interest in an accounting entity who require
information to satisfy their c o m m o n ,financialinformation needs
7. Relevant information is information necessary for the taking of a decision, or
necessary to discharge afinancialreporting responsibility
8. Reliable information is information which faithfully measures the quantity which it
purports to measure, and which is verifiable.
9. The double entry calculus is the general, axiomatic system describing the
relationships between the assets, liabilities, owners' equity and transactions of an
accounting entity for the purpose of measuring operating results over a period of time
and the amount and form of the assets, habilities and owners' equity at a point of time
10. Financial statements are the means used for measuring and communicating (i) the operating results from using the assets and liabilities over a period of time of
an accounting entity; and
(ii) the amount and present form of the assets and habilities and owners' equity at a
point of time for that accounting entity.

Postulates
1. The objective of financial accounting is to provide users with relevant and reliable
information for their recognised, c o m m o n ,financialinformation needs in respect of
an accounting entity.
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2.

The objective is achieved by identifying, recording and measuring the assets, liabilities,
owners' equity and transactions of an accounting entity; and by communicating
relevant and reliable information in respect of that accounting entity in financial
statements to users.

3. The application of the double entry calculus to a particular accounting entity for the
measurement of operating results and the amount and form of assets, habilities and
owners' equity requires i) identification of the users, and their common financial information needs; and
selection therefrom of information needs that can be recognised in a specific
interpretation of the D E C ;
ii) deduction from the recognised, common financial information needs of the
relevant qualitative, empirical property underlying the elements; and thence the
relevant quantity of changes in assets and liabilities (the primitives of the D E C ) ,
and the unit for measuring these quantities;
iii) derivation of relevant accounting policies for measurement of the derived
quantities of the assets, liabilities and owners' equity and transactions;
iv) a statement of the relevant circumstances (the opening dated position,
accounting policies, continuity concept - if justified - and transactions of the
period).

4. A unit is available for measuring the relevant quantity of assets, liabilities, owners
equity and transactions.
5. The accounting entity, users, their recognised, common, financial information needs,
and relevant circumstances can all be identified.

The main primitives from the postulates statement are listed hereunder; those whose
meaning is discussed in the thesis are indicated by an *.
accounting
accounting policies
achieved
amount
axiomatic*
axiomatic system*
change
circumstances
common*
communicating
decision*
deduction
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deduced
derivation
describing
discharge
economic
economic interes*t
economic resources*
entity
faithfully
financial
financial statements
financial reporting
form
future
identified
information
information needs*
interpretation*
measures*
measuring*
necessary
objective
obligations
owned
ownership*
payments
persons
property*
property rights*
provide
purports
qualitative*
quantity*
recognised*
relevant*
reporting
responsibility
results
selection
set
system
time, period of time, point of time
unit*
verifiable.

H o w the general system is to be applied

The main purpose of the general postulates is to provide a framework for conferring
meaning on changes in assets and habilities, the primitive terms of the D E C , and thence
owners' equity and its subconcepts. For this reason, interpretation of the postulates' o w n
primitives, listed above, is not relatively important unless they bear directly on this process.
Significant terms like economic, measurement and propertyrights,all of which are examined
in detail in the thesis, are indicated by an asterisk in thefist.The wording is intended to be
sufficiently broad to include externalfinancialreporting for business, government and notfor-profit entities. At the same time, an effort has been m a d e to restrict the postulates to the
minimum necessary to achieve this objective.

Semantical rules of interpretation (Rudner, 1966) or rules of application (Mattessich, 19
are needed in order to confer specific meaning on the primitive elements, that meaning then
flowing by virtue of the definitions and other relationships to the remaining elements and
terms to m a k e the calculus operational. Postulate No.3 provides these rules and is at the
centre of the interpretation. A logical relationship is intended to apply to parts i) to iii), with
each succeeding set of concepts being derived from those that precede it. It is not a simple
matter to demonstrate that these claimed, logical relationships hold. Chapters 6 and 10
attempt to do this for the monetary and current cash equivalents interpretations respectively
"Recognised", occurring in the expression "recognised, c o m m o n financial information
needs" in i), is meant to refer to needs with a consistent measurement base, which can be
met within a single set of financial statements. This implies that more than one set of
financial statements m a y need to be prepared where clifferent information needs require
different measurement bases.

As the immediate objective in identifying an information need is to enable derivation of
qualitative, empirical property, leading in turn to the meaning to be given to asssets,
Habilities and owners' equity. Thus, the information need itself must be spelt out clearly and
fully, and for this purpose, it should be specific. Only in this w a y can the relevant concepts
be derived from the information need. This "specific needs" approach is opposed to the
"general purpose" approach tofinancialstatements favoured by professional bodies in their
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conceptual frameworks. This approach is perhaps reflected in the "accounting impossibility
theorem" developed during the thirties - the proposition that "[conflicting user interests
make it imposssible to be 'fair' to all users w h e n preparing general purpose financial
statements" (Previts and Merino,

1998: 277). The S E C suggestion, that financial

statements should be prepared to meet the needs of investors in publicly traded companies,
to overcome this conflict was was believed to be "impractical" and w a s not taken up by the
profession. The failure to resolve this difficulty, and the prevalence of the "general purpose"
assumption has retarded progress in accounting theory (Ryan, 1988).

While several notable writers have supported the need for financial statements to addre
the purpose specifically, few have outlined h o w this might be achieved. M a y (1943:19)
identified ten distinguishable uses of accounts, some of which called for special purpose
accounts. The remainder split readily into past orientated, and future orientated needs. His
classic phrase "[n]o one has arightto interpret a report of stewardship as though it were an
invitation to invest" drew attention to this fundamental divide, each requiring a measurement
base incompatible with the other. In addition to M a y (1943), de Paula (1948), Johnston
(1949), Edey (1962b), Carrington (1964), Mattessich (1964), Carsberg, H o p e and Scapens
(1974), The Corportate Report (1975), Kennedy (1986) and Parker, Harcourt and
Whittington (1986) have supported the notion that different purposes require different
measurement systems or models. Moreover, noted economists such as Hayeck (1941),
Hicks (1942; see also Brief (1982)), Alexander (1950), and Boulding (1962) have also
recognised that different purposes require the application of different concepts of profit.

Professional bodies have not warmed to the concept of "different profit figures for dif
purposes", fearing perhaps proliferation of profit measures, one effect of which might be to
detract from the conventional measure. The Accounting Principles Board (APB,1970)
indicated in Statement No.4 a possible w a y to proceed w h e n it used " c o m m o n " in its
description of information needs. Such needs would be c o m m o n to a class, shareholders for
example, thus ruling out a perceived consequence of the different concepts approach of
numerous sets of accounts to satisfy individual value systems. C o m m o n information needs
would also need to be specific; that is, expressed simply and directly so that they clearly
indicate specific concepts of the elements, particularly owners' equity.
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Several writers have indicated h o w the impasse between the "general purpose" and
"specific, c o m m o n purpose" might be broken. Barton (1982: 66) listed eight wealth and
income systems. H e noted that "[n]o one set of definitions of the concepts [elements]
applies to all measurement systems. Furthermore, no one measurement system can provide
all the financial information required by users. Choice of the method depends on the
information required - i.e., upon the relevance of the information to its end use". Regarding
implementation, he commented further that "the measurement method must be implicit in
the definition for it to be operational". A n objective here is to m a k e this selection, and the
process by which it is achieved, explicit.

Explaining the Australian SAC4, Stevenson (1992: 5) stated that "...the definition of a
asset is the cornerstone of all of the other definitions of the elements" and that "the phrase
[definition of assets] will have to take its meaning from the concepts of capital and income
that will need to be developed in the measurement phase of the conceptual framework"
The I A S C Framework included these statements:
The selection of the appropriate concept of capital by an enterprise should be based
on the needs of the users of its financial statements (paragraph 103);
The concept of capital maintenance is concerned with h o w an enterprise defines the
capital it seeks to maintain. It provides the linkage between the concepts of capital
and the concepts of profit because it provides the point of reference by which profit
is measured;... (paragraph 105);
The selection of the measurement bases and concept of capital maintenance will
determine the accounting model used in the preparation of the financial statements
(paragraph 110).
Solomons (1990: 32) wrote that "I want a framework that comes firmly to grips with the
issue of choosing an acccounting model..." Balzer and Mattessich (1991) also recognised
this need.

For business entities the concepts of capital and profit are sufficiently extensive to
all assets and liabilities, and changes in them. Capital and profit are separate, independent,
but related notions neither of which can be explained completely without reference to the
other (Kaldor, 1955). For example, to say that capital is money capital, orfinancialcapital,
is not sufficient to communicate exactly a unique concept of capital; it may, for example, be
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based on entry prices or exit prices, each of which givesriseto a different concept of capital.
However, stipulation of the particular concept of profit in conjunction with that of capital,
will yield a unique interpretation. O n c e a unique but related "pair of concepts" has been
selected, their meaning will yield a specific interpretation of assets and habilities, which, by
virtue of Axiom 1, should enable a consistent set of rules to be derived for measurement of
profit.

Furthermore, capital and retained profits comprise different but related parts of owners'
equity which it is necessary to distinguish for maintenance of contributed capital. This
distinction w a s one of the three important points hammered out in discussions of the
American Accounting Association over thefiveyear period to 1941. Admittedly, for some
purposes, the distinction m a y not be relevant; where, for example, a measure of wealth is
required without measurement of profit. But where measurement of capital maintenance
is important in respect of distributions to owners the distinction is paramount

The preceding discussion has set the stage for the next step in explaining how Postulate
No.3 can be used to confer meaning on the elements of the D E C .

Property rights

The objective here is to explain how property rights provide the qualitative, empirical
characteristic or property underpinning the elements called for by measurement theory, and
providing the key to the interpretation of the D E C . The explanation commences with the
significance of property rights in the economic theory of the firm. Different uses of the
terms capital and property by accountants and economists are distinguished, mainly to
emphasise that the differences are significant for measurement infinancialstatements. It is
also argued that net assets and owners' equity, or capital, while correlated are separate
concepts; and that it is misconceived to treat them as synonymous, or to define one solely
in terms of the other.

It is demonstrated that property rights are at the heart of the relationships between ass
liabilities and owners' equity. Additional motivation is provided by the recent challenge by
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Samuelson (1996) to the F A S B to apply the concept of propertyrightsin their definition of
assets. Propertyrightsand ownershiprightsarefrequentlytreated as synonyms. However,
it is important that property rights and ownership are clearly distinguished, and thenrelationship to assets stated explicitly. Property is simply something possessed or owned.
The relevant sense of "right" taken from the C O D (1990: 1037) is "3 a thing one m a y legally
or morally claim; the state of being entitled to a privilege or immunity or authority to act".
Following this idea through, propertyrightsdenote therightsattaching to certain property;
the right to use it (and abuse it), therightto assign usage, and therightto dispose of all or
part of the property. Ownership, on the other hand, refers to the holding or being in
possession of some or all of the property rights pertaining to a particular asset. The
comment of Furubotn and Pejovich (1972) quoted in Chapter 1 that, rather than referring
to relations between people and things, propertyrightsrefer to the "sanctioned behavioural
relations among m e n that arise from the existence of things and pertain to their use" is worth
recalling. Demsetz (1988) w a s also quoted in support of this view.

Property rights barely rate a mention in neoclassical microeconomic theory. Coase (1994)
argued that a system of property rights constituted the minimum kind of government
regulation tolerable to A d a m Smith (1776) 2 . It is only more recently (Stiglitz, 1993) that
the theory of perfect competition has acknowledged the need for a system of property or
ownershiprights;they are needed, of course, to ensure that the profit does indeed accrue
to the parties w h o put their wealth or reputation atriskin embarking on a business venture.
In accounting terms, profit must be represented by an increase in net assets, and it is over
these additional assets that the entrepreneur needs to gain title.

The theory of perfect competition assumes the state of technology and consumer tastes, wi
the prices of the inputs and outputs determining market equilibrium. With no one individual

Smith (1776:687) had written: "Every man. as long as he does not violate the laws ofjustice [should be] left
perfectly tree to pursue his o w n self interests in his o w n way... The sovereign is completely discharged from
a duty... of superintending the industry of private people...". Coase (1994) had interpreted the reference to
'The laws ofjustice" to m e a n that Smith had envisaged the need for a system of property rights. This seems
a reasonable interpretation, particularly w h e n Smith believed in a m i n i m u m of government regulation.
indicated by the latter part of the quote, ln another insight Coase pointed out that Smith's comment about
"self interest" should be interpreted in conjunction with his comments on the "need of cooperation and
assistance of great multitudes, while his whole life is scarce sufficient to gain the friendship of a few persons".
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or institution able to influence the market, Demsetz (1988: 145) argued that this model is
characterised by "perfect decentraHsation", rather than perfect competition. However, while
serving the purpose of economic analysis well, the model has obvious gaps w h e n it comes
to explaining thefirm,and w h y it exists.

Coase (1937) addressed this latter question, arguing that the firm exists because of
transactions costs. His approach opened up a n e w line of research for which he w a s
recognised with the award of the Nobel Prize in Economics in 1991. B y relaxing the
assumptions of perfect knowledge and costless information, it also becomes possible to
explain the role of management, rendered impotent under perfect competition by assuming
the "costless" combining of inputs into outputs. Demsetz (1988), in reviewing the progress
of this research, identified several problems yet to be resolved.

Two issues relevant to my research are whether ownership and debt can be distinguished in
terms of the return from investments, and whether therightsconferred by ownership of
shares in a company are substantially different from those conferred by direct ownership of
the assets of a firm. If there is little to distinguish ownershiprightsto assets from the rights
conferred by the holder of a debt against the owner of assets, the claim that measurement
in financial statements should be based on ownershiprightscould be difficult to sustain. In
addition, the bundle of rights comprising share ownership is clearly different from those
rights of the company in respect of the assets which the company o w n s

In setting out a framework for the study of ownership rights, Demsetz (1988) remarked tha
many writers in addressing other economic topics, particularly those, for example, dealing
with regulation, were unwittingly contributing to a theory of ownership. Apparently Coase
(1960) in his attack on the traditional position on externalities w a s no exception. H e
assumed that propertyrightswere fully specified and respected; that transaction costs were
zero; and that there were no income effects. Extending his analysis, Demsetz (1988: 14)
relaxed the latter assumption to allow for different tastes and consumption patterns,
concluding that alternative distributions of wealth imply that different efficient mixes of
output will result. Thus, ownershiprightsto wealth do m a k e a difference in terms of w h o
benefits.
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The assumption that property rights are fully specified and respected tends to mask
difficulties of their specification and application. Essentially, property rights are an
instrument of society, conferring on the holder therightto act or deal with property, all
kinds of property, in certain ways. They include the right to benefit or harm oneself or
others, and w h o must pay w h o m to modify behaviour (Demsetz, 1988).

They are an essential part of capitalism, including the motivation to undertake profit
activities. There would be little point to engaging inrisktaking activities to earn a profit
without a corresponding increase in wealth. But problems exist in specifying them fully
because it is almost impossible to imagine and cover in the contract every possible
eventuality. Hart (1993: 141) has noted that the incompleteness of contracts "opens the
door to a theory of ownership expressed as residualrightsof control". A n d property rights,
being granted by the government, m a y be modified by the government. Consider, for
example, rights to minerals and water, rights of indigenous people over leasehold and
publicly owned land, and restrictions imposed by zoning and environmental laws. The more
significant property rights would include the right to enjoy full possession and use, and
power of disposal or sale.

Subject to any statutory restrictions of the kind outlined, these last two are the main
denoted by the general use of the term "ownership". For the sole trader or partnership, the
property rights to assets reside with the owners of the business and there is no difficulty in
attributing to them as owners the usual motivations of economic theory. For a company,
the property rights to its assets are held by the company itself, and not the ordinary
shareholders, the beneficial owners. The bundle of rights represented by a share will be
stipulated in the company's constitution or articles of association, including therightsof
different classes of shares. Under their contract with the company, the beneficial, residual
interest in the net assets of the company will normally reside with the ordinary shareholders.
In the 1901 case, Borland's Trustee v. Steel Bros & C o Ltd C h 279, Farwell J defined a
share in these terms "a share is the interest of a shareholder in the company measured by a
sum of money, for the purpose of liability in thefirstplace, and of interest in the second ..."
(Johnston and others, 1983: 35).
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It is argued later that the separation of ownership and management in the business
corporation does not diminish the need for preparation of financial statements; indeed, it
may increase the need, particularly for a report of stewardship from the directors to the
shareholders. Nevertheless, while agency costs m a y affect the cost structure and profits, a
need for profit measurement and capital maintenance remains.

Chapter 3 drew attention to the actions which individual investors should take for capit
maintenance; that is, to avoid personal impoverishment through excessive consumption.
Profit and capital maintenance should be measured in their o w n books, basing their
measurements in each case on the prices they each paid for their shares, and any dividends
received in respect of those shares (Norris, 1945). Capital maintenance for these individual
investors would relate to the amount they could consume without resorting to capital

From the point of view of an economic entity comprising a group of companies, three leve
of ownership can be distinguished. First, the ownership by each company in the group of
its individual assets. These assets, less intra-group indebtedness, are aggregated when
preparing a group balance sheet. Second, the direct ownership by the chief entity or parent
company of sufficient shares in another company to enable the parent entity to control its
assets. Normally, a shareholding of not less than 5 0 % of the ordinary share capital would
be required for control. However, effective control m a y be achieved with a lesser holding
Control of a company m a y also be achieved indirectly through ownership of shares in other
companies within the group which in rum hold shares conferring a controlling interest in the
particular company. Companies controlled within the group are referred to as controlled
entities. Third, the ownership of the ordinary share capital of the parent entity, the holding
company of the group. These shareholders are in effect the equity shareholders of the
group. It should be noted that the economic entity, although required to prepare group
financial statements, is not a legal entity, and, in the event of a default or liquidation, each
company's creditors and shareholders should look to their o w n company for satisfaction of
their respective claims.

Associate companies, defined as investee companies in which an investor normally holds
between 2 0 % and 5 0 % of the ordinary share capital, enabling the investor to exercise
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"significant influence"over the investee, are not included in the group unless they would
qualify under the control criterion. T h e lesser criterion of significant influence appears
vague, and unable to be justified on the basis of control through ownership of sufficient
property rights.

Berle and Means (1933) perceived a conflict of interest between the shareholder-owners of
the corporation and the management delegated to manage the company on their behalf,
summarised in the statement "divorce of ownership and control". O n the face of it, this
divorce could represent a serious impairment of the social function of private property.
Managers, lacking the profit motive of the owners, would have a strong incentive to shirk.
At a superficial level this analysis has a certain plausibility. But, as Demsetz (1988)
demonstrates, it is simplistic. H e challenged the economic analysis assuming higher costs,
and the empirical presumption that ownership is so diluted that the ownership interests of
the shareholders are not effectively represented. H e argued that specialisation of ownership
rights and management control will surely raise the utility of both groups. From an analysis
of statistics of share ownership, he concluded that managers' shareholdings create a
"substantial linkage between thefinancialinterest of the management and those of outside
shareholders". Moreover, he cited a 1969 study by Lewelien that found that stock based
compensation for the top executive averaged over 50 firms w a s four time greater than after
tax wages (Demsetz, 1988: 200), clear evidence of a specialist, highly rewarded, managerial
class.

The foregoing has demonstrated the sigriificance of property and ownership rights from
current economic theory, and the different types of ownership sigriificant in company
accounting. The relationship of propertyrightsto the elements, particularly owners' equity,
in thefinancialstatements of an individual company is n o w explained. Propertyrightsare
part and parcel of the institution of private property. They are incorporated in the D E C
through the definition of owners' equity in the general postulates as "the ownership interest
in assets less liabilities". D u e to the significance for calculating a periodic distributable
surplus, business entities distinguish paid in ownership funds from surpluses earned using
those funds. In accounting terms the former is, of course, capital and the latter is profit,
with the actual account for accumulating the profits retained in the business being called
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retained profits.

Different uses of the terms capital and property by accountants and economists need to be
appreciated. Accountants have normally treated capital as a source of economic resources,
whereas economists have usually regarded capital as capital equipment or productive
resources. Thus, in their respective use of the term capital, they are both "coming from"
different sides of the balance sheet. The term property is used here generally to refer to
actual economic resources, or, in accounting terms, assets. Ownership, as explained above,
is used to refer to the right of ownership in the economic resources, the accounting
measurement of which is referred to as owners' equity. These points are elaborated and the
general implications for accounting drawn out.

James Peele writing in 1569 used the term "capital" to indicate "net worth", as being d
from the net assets comprising it (Winjum, 1970: 747). Paton (1922) regarded equity as a
right in property. Littleton (1933:166) notes that the speculations of some early writers on
theory "soon led them to proprietorship as the keystone of the arch"

His general use of

the term "proprietorship" could be equated with owners' equity. Littleton himself (1933:
13) had included "Private property (power to change ownership)" and "Capital (wealth
productively employed)" as two of "The Antecedents of Bookkeeping". It is not surprising
that Littleton used the economic concept of capital.

The American economist, Fisher

(1906: 22), had defined wealth and property as: "Wealth is the concrete thing owned;
property is the abstractrightof ownership. The two concepts mutually imply each other."
Schumpeter (1954: 322-3) offerea some apposite comments regarding capital.
The word Capital had been part of the legal and business terminology long before
economists found employment for it. With the R o m a n jurists and their successors, it
denoted the "principal" of a loan as distinguished from interest and other accessory
claims of the lender. In obvious relation to this, it later came to denote sums of
money or their equivalents brought by partners into a partnership or company, the sum
total of the firms assets and the like. Thus the concept w a s essentially monetary,
meaning either actual money, or claims to money, or some goods evaluated in money
Also, although not quite definite, its meaning w a s perfectly unequivocal, and there
was no doubt about what w a s meant in every particular case. W h a t a mass of
confused, futile and downright silly controversies it would have saved us, if
economists had had sense to stick to those monetary and accounting meanings of the
term instead of trying to "deepen" them! Before the eighteenth century, however,
they were hardly used at all. ... in the seventeenth century terms like Wealth, Riches,
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Stock were often used where w e should use Capital, and that throughout the
eighteenth - and even in the first decades of the nineteenth - Stock w a s favoured for
use in the nascent capital theory.
This quote links "monetary and accounting", and suggests that the monetary concept of
capital can be traced to the R o m a n s . In particular, Schumpeter notes in relation to both
partnerships and company accounting that capital "came to denote sums of m o n e y or their
equivalent brought by partners into the partnership or company...". It is also noteworthy
that Schumpeter defined "monetary" in relation to the three different classes of assets of the
monetary interpretation (explained in Chapter 6).

The significance of the fundamental relationship of assets and liabilities to capital for
measurement in accounting is explored further to bring out their essential nature, especially
as it throws light on propertyrights,ownership and the elements of the D E C . A clear
understanding of these terms, and their relationship, is necessary for their interpretation. In
addition, capital maintenance requires owners' equity to be subdivided into capital and
retained profits. The nature of the fundamental equality is first explored. Second, it is
argued that the equality of net assets and owners' equity should not be confused with their
identity. Third, the case for regarding the elements as separate but correlated notions is
outlined. Fourth, an examination of the F A S B definition of assets is used to bring out their
essence. T h e elements are brought together in afinalsummary demonstrating the central
role of property rights.

The starting point for the analysis is the double entry equation Assets

Liabilities

=

Owners' equity.

First, the equality of net assets and owners' equity underpins all recording in accounts,
constituting a system of "dual classification within one set of classes" (Mattessich, 1964),
meaning that economic resources are recorded simultaneously from t w o points of view:
namely, the economic resource itself (increase in an asset, for example), and either a change
in another resource (asset reduction), or the obligation it givesriseto (increase in hability),
or an increase in the ownership interest (increase in owners' equity). Their recording in
accounts reflects the social conventions relating to ownership, debts and private property
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Second, the equality should not be used to deny their separateness as different notions.
Both the F A S B and the A A S B define equity as the "residual interest" in the net assets. Kerr
(1989) commented that "interest" in this context means a "claim". In other words, equity
is the residual claim to the assets of the entity after satisfaction of habilities. For a sole
trader or partnership, the basis of the claim is the ownership of the assets, and acceptance
of the counter-right of the claims of the debt holders. In respect of a company, the basis of
the claim of equity shareholders is,first,the company's ownership of the assets and second,
theright,conveyed by the ownership of the equity shares, to share in the assets remaining
after settlement of the liabilities.

Yet in SFAC No.6, the FASB stated that "equity" and "net assets" were "interchangeable",
an approach characterised by Kerr (1989) as two terms, one concept. Chambers, while
apparently treating the terms as interchangeable in m u c h of his writing, nevertheless initially
did distinguish them as follows: "Residual equity subsists inrightsto assets, capital or
capital stock subsists in assets"(Chambers, 1966: 114). It is interesting that Chambers
viewed assets and capital as existing in the other, and used the older term "capital stock"
referred to by Schumpeter in the previous quote. However, it is not clear from his statement
whether he would have treated them as two concepts, and not "two terms, one concept"
(Kerr, 1989). According to Mattessich (1995: 46) assets - the economic resource owned can be distinguished from therightof ownership to that resource

Portraying the balance sheet as a representation of investment in the entity, Kerr (1989
entertained the idea that "interest", as used in the F A S B term "residual interest", could be
interpreted as a "pecuniary interest", in contrast to the legal nature of a "claim". There
appears no reason to view these interpretations as each excluding the other. Indeed, a legal
claim orrightcan be measured at a pecuniary amount in financial statements. A n d I have
used the term "ownership interest" to m e a n the pecuniary interest of those holding the
propertyrightsto the entity's assets. T h e older term, proprietorship, meant the same thing.

The Executive Committee of the American Accounting Association (AAA) commenced the
publication in 1936 of a series of statements on "Accounting Principles Underlying
Corporate Financial Statements". Revisions of the main statement were published in 1941,
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1948 and 1957. The 1936 statement emphasised the distinction between contributed capital
and earned surplus, both of these concepts being defined directly. This approach was
maintained in the 1941 and 1948 statements but dropped in the 1957 statement, which
adopted the use of residual equity. Besides establishing equity as a separate concept, the
earlier, direct approach confers the further advantage of identification of the components paid in or contributed capital and retained profits. Although favouring the two separate
concepts for net assets and equity which the direct approach portrays, Kerr (1989)
nevertheless recommended acceptance of the "residual interest" definition on the pragmatic
ground that it can accommodate all measurement methods employed in practice.

Revaluations in particular cause problems of classification, are they an increment in c
or do they constitute revenue, or do they include elements of both? The introduction of
"reserve accounting", without identifying the measurement system of which the reserves
properly from a part, can be a cause of confusion as the concepts of capital and profit may
be blurred. While the approach m a y be accepted for the purpose of classification in practice,
reserves and reserve accounting do not appear directly in the D E C , simply because they do
not appear to have a role to play unless required by a particular interpretation, for example,
the share premium account in H C A and the current cost reserve in the C C A model. The
ambiguity surrounding revaluations in current practice is a reason for their rejection. In
1950 the A A A Committee on Concepts and Standards Underlying Corporate Financial
Reports suggested abandoning use of the term and concluded that the "reserve section" of
the balance sheet should be eliminated.

The question persists: why have the earlier distinctions based on the direct approach to
defining equity not been continued, assuming they were soundly based? There are several
possible reasons. Kerr (1989) w a s persuaded by theflexibilityafforded by the pragmatic
approach. Thisflexibilityalso extends to accounting theorists. For example, a vague
concept of comprehenisve income can be accommodated. In addition, theorists w h o favour
a physical concept of reality (Vickrey, 1979, for example), would tend to give greater
weight to assets and liabilities as do others like Solomons (1989). But this might simply be
due to their status as primitive terms in their theory.
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However, as a legal claim orrightmeasureable in m o n e y terms (Kerr, 1989), and subsisting
in assets (Chambers, 1966), owners' equity is a concept which can be identified separately
from assets. Without discussing liabilities in detail, largely due to the clarity of their nature
as a debt against the entity or the owners of the entity, they are clearly a separate and
different notion from assets and owners' equity. Thus, it is concluded that the three
elements of assets, habilities and owners' equity can be identified as separate concepts.

Third, these elements, while separate, are correlated notions. As Fisher says in the earlie
quote "they mutually imply each other". They are separate in that each can be separately
identified; they are correlated in that they cannot exist independently of each other. N o r can
they be explained in complete abstraction from each other. There is no asset without
ownership; and ownership remains an abstraction without assets. Propertyrightsare at the
centre of their correlation; it is an important attribute of all three elements. Perhaps it is the
single, "permanent", abstraction amongst the four terms. O n c e property is bought, the
purchaser holds the property rights - and that is referred to as ownership. Assets are the
object of ownership, the thing owned. T o be pedantic, ownership could be described as the
"ownership of the propertyrightsto a particular asset". Similarly, assets could be described
as "property rights in a particular asset". Evidently this is what is intended w h e n things
owned by an entity are listed under the heading of assets. Liabilities are propertyrightsto
a certain s u m of m o n e y held by an external entity against the firm, ln sharp distinction,
owners' equity for a sole trader or partnership is the ownership interest in the assets less the
liabilities. For a company, owners' equity is the shareholders' beneficial interest in the net
assets o w n e d by the entity, according to the property rights established in the contract
between shareholders and the company.

The final task before summarising the relationship among the elements is to explore the
F A S B definition of assets taken from their conceptual framework.

It needs to be

emphasised that, similarly to the Australian3 and International definitions of the elements in

Attention is drawn to the inherent contradiction of conceptual frameworkson this issue. O n the one hand it is
claimed in the frameworks that the elements and recognition rules are general; while on the other hand, without
a mechanism for conferring specific meaning on the elements and rules, standard setters apparently use them
directly in the formulation of specific standards (see Note 1, paragraph 95, S A C 4 , defining revenue in the
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their conceptual frameworks, the definitions are general, meaning that they do not mandate
a particular measurement system. This is in contrast with the rninimal definitions of the
D E C . The definition of assets in S F A C No.6 appears sufficiently wordy to denote a specific
meaning. Schuetze (1993: 67) lamented that it is "so complex, so open-ended, so all
inclusive, and so vague that w e cannot use it to solve problems". Precisely; this is a direct
result of its generality. General definitions do have a role in theories, but they need rules of
application to m a k e them operational (Rudner, 1966). That is lacking in S F A C No.6 (and
the F A S B conceptual framework) so there is no mechanism for deciding which concept of
assets should be applied.

The FASB definition of assets evaluated by Samuelson (1996) identifies probable future
economic benefits which are obtained or controlled by a particular entity as a result ofpast
transactions or events ( S F A C No.6) as the t w o main attributes of assets. The substance of
both appear as "necessary and sufficient" attributes for the existence of assets. Unless there
is an expectation that future economic benefits, including services, will flow to the firm then
the particular cost or outlay could not be considered an asset. In addition, the asset needs
to be o w n e d or controlled by the firm to ensure that it does have therightto receive the
future benefits.

Samuelson (1996) rejected the FASB definition of assets for lacking empirical testabilit
on the ground that the future economic benefits included in the definition were based on
future cash flows. While it is valid to criticise future economic benefits for lacking
testability, it appears mistaken to conclude that their inclusion in the definition means that
assets should be measured on that basis. His supporting quote from Fisher (1906: 13) brings
out another truth, namely: "it is impossible to have arightto any future wealth which is not
also a claim to some present wealth as a means of securing that future wealth" (italics
added). In other words, arightto future wealth (vital forjudging the existence of an asset)
presupposes existing wealth, and it is that existing wealth which w e ought to be measuring.

It is the "present wealth" which was obtained in an exchange transaction. And it is this

Australian conceptual framework).
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transaction which provides the "past transaction" referred to in the second part of the
definition. Furthermore, the contract givingriseto that transaction provided the source of
the current propertyrights.While the current propertyrightsinclude therightto future cash
flows, these cash flows remain possibilities dependent on retention of the currentrights,that
is, ownership of the particular assets. T h e reason is plain. T h e qualitative property being
sought must have an empirical base to it. A s Samuelson (1996) pointed out future economic
benefits do not, whereas the transaction givingriseto the asset provides an empirical base
which is able to be tested. The second part of the definition alludes to the fundamental
measurement, the actual transaction by which the asset w a s obtained.

The merit of Samuleson's (1996) suggestion to define assets in terms of property rights is
to re-focus attention on ownership, the importance of which has become blurred
Ownership of specific propertyrightsis a prerequisite to calling things assets with their type
designated by particular names. T h e asset described as "cash at bank" signifies that the
entity has therightagainst the particular bank to receive the stated number of dollars If this
is generally understood, however, little is to be gained by a fuller description of the actual
propertyrightsheld (as outlined earlier). Assuming exchange transactions constitute the
fundamental measurements for all models, the F A S B definition should be amended to
mandate ownership of the propertyrightsdenoted by the asset n a m e and description.

Contracts which are wholly executory pose problems arising from the fact that no exchange
transaction has yet been consumated; performance of the contract is located wholly in the
future. W h a t the firm presently o w n s is a contract to purchase or to supply certain goods
or services for stipulated consideration in the future. Based on propertyrightsarising from
the contract, there is no asset over which the firm has control independent of the contract
itself Until the contract is executed, there is no entitlement to future economic benefits.
N o economic resource or asset is presently held which confers arightto them. Should the
contract itself constitute a marketable product, until its actual sale it retains its executory
status (and should be recorded as a contingent asset and/or contingent liability). If the
contract is sold the consideration received will be an asset. Forward exchange contracts,
put and buy options, m a y g o through several such sales before beingfinallyexecuted. At
each sale of the contract, the " n e w " contract should be analysed carefully by the purchaser
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from the perspective of property rights.

Samuelson (1996) believed that m a n y of the "debit balances" currently qualifying as assets
would be banished from the balance sheet if property rights were adopted as their
distinguishing feature. Certainly income tax benefits would not appear to qualify as assets,
nor would deferred income taxes qualify as habilities. Lease capitalisation based on partly
executed contracts would b e c o m e more difficult to justify.

"Economic resources" is another term denoting resources that are expected to yield a futur
return. A s an adjective "economic" includes all resources which because of relative scarcity
c o m m a n d a m o n e y price. This presupposes an expectation of future economic benefits
Free goods, like air and water obtained without cost to the entity, do not qualify as assets,
and are not accounted for. Again, this distinction is based on the institution of private
property. Samuelson (1996: 151-52) rejects the Accounting Principles Board use of
economic resources in Statement N o . 4 as being "too narrow" because of the link to
accounting principles. Yet, freed from the tie to accounting principles, it would appear
broad enough to include all possible assets, and for this reason, the term has been used in
the definitions of the general postulates. But there can be little doubt that the expectation
of future economic benefits, including services, is an important attribute of an asset
Together with ownership, they constitute the t w o "necessary and sufficient" conditions for
the existence of an asset.

The phrase "as a result of past transactions or events" in the second attribute is being
here as an addendum or qualification to "obtained or controlled", which is the essence of the
attribute. T h e phrase simply indicates h o w the firm obtained the asset. T h e usual method
is, of course, through a transaction with an external party which provides the fundamental
measurement as well as ownership to the asset. It would seem preferable to rule out any
exceptions in the general definitions by deletion of "or events"; a phrase which could permit
a host of exceptions - they would be better allowed for by exceptions in particular standards
for government or not-for-profit entities, for example.

There is a range of property rights, which, broadly interpreted, should permit the
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replacement of "obtained or controlled" by "owned". In other words, "controlled" can be
shown to be redundant, provided the meaning of ownership is not perceived broadly to
mean holding all property rights pertaining to a particular asset. Rouse (1994: 18) has
defined "controllability" as the "possession of property rights at a point of time that will
provide future economic benefits". This definition clearly defines control in terms of
property or ownership rights. A lease is a good example where several entities, namely, the
lessor, the lessee and a sub-lessee or tenant, each o w n different property rights of an asset.

To conclude this discussion of the FASB definition of assets, the suggestion of Samuelson
(1996) to define them in terms of propertyrightshas been "redirected" to clarifaction and
simplification to emphasise ownership of the appropriate propertyrightsas crucial to the
recognition of an asset; the prospect of future economic benefits is equally important.
Taken together, they are both necessary and sufficient conditions for the existence of an
asset.

However, without an existing economic resource arising from an exchange

transaction there is no asset. It has been suggested that the F A S B definition should be
tightened by identifying ownership as one of the two necessary conditions

Rules of

interpretation are also needed to apply the general definitions, similarly to the D E C

The general definition of assets from the postulates reading "assets are economic resources
owned by an entity" incorporates the two necessary and suffient conditions. This definition
assumes that the fundamental transaction has taken place. A bridge is needed from this
general definition and its representation in the D E C as a "quantity of assets at time t", to the
specific interpretation of a particular model.

T h e next chapter demonstrates the

applicationof the rules comprising this bridge for the monetary interpretation, and Chapter
10 does likewise for the C C E s interpretation.

Summarising the preceding discussion, property rights are at the centre of the relationship
between assets, habilities and owners' equity. For each element a different aspect of
property rights is emphasised; assets are the objects of ownership, that is, the things owned;
liabilities are debts or property rights against the (legal) entity or its resources, while
owners' equity is the ownership interest in the net assets of the accounting entity It is
concluded that the three elements comprise separate, but correlated, identities. Their
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accounting relationship is shown in the double entry equation. These relationships are
significant for interpreting the general elements of the D E C . T h e foregoing analysis is n o w
used to explain the qualitative, empirical property underlying this general system.

Concluding comments

The earlier discussion of measurement theory emphasised the need for the selection of a
qualitative property that w a s empirically testable, and which w a s able to embrace all
transactions of the entity; what has been frequently referred to as an extensive property
Lack of success in identifying this property suggests that it is far from being simple or
obvious. Its selection and application using Postulate 3 m a y be best considered in two
stages, the first stage being general. Property rights appear to be the one, c o m m o n
characteristic basic to all elements of the double entry equation.

For business entities, owners' equity measures the ownership interest in the funds
contributed by the owners, and the profits from their use left in the business. Because the
amount of capital contributed to the company is based on a fundamental measurement, the
exchange transactions with the beneficial owners, its interpretation should not be difficult,
although some models m a y require a derived interpretation. The interpretation of retained
profits, comprising lifetime profits less appropriations, depends on the underlying concept
of profit. The concepts of capital and profit should, of course, be interpreteted consistently
otherwise the relationships of the D E C will not be observed, and capital maintenance will
be a barren concept.

It will be recalled that Postulate 3, parts ii) and iii), required the deduction of the r
qualitative, empirical property of the elements, and thence the relevant quantity of changes
in assets and liabilities. Relevance here means that the interpretation of the elements is
derived directly from the information need.

Although the three elements are to be

interpreted simultaneously, the concepts of capital and profit basic to owners' equity appear
more directly related to the information need, especially w h e n it relates to capital
maintenance. O f course, once any of the elements has been given a definite meaning the
others should be similarly interpreted.
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Propertyrightshave been identified as the qualitative, empirical property basic to accounting
measurement. Contracts are the means for changing propertyrights,and w h e n performed,
contracts give rise to transactions. Transactions have been accepted as providing the
fundamental measurements in accounting. It is concluded that propertyrightsconstitute the
qualitative, empirical characteristic of the elements measured and reported in financial
statements; and that the apphcation of the general system (symbolised by the D E C ) requires
specific meaning to be conferred on the elements from the information needs of users
recognised in thefinancialstatements.

The establishment of the significance of ownership rights as the empirical, qualitative
property underlying owners' equity, has set the stage for explaining the derivation of the
specific property to be measured under the monetary interpretation. Ownershiprightsare
a basic, general requirement in respect of owners' equity. They are a necessary condition
for the existence of owners' equity, but not a sufficient condition for its specific
interpretation. T h e latter requires identification of a specific information need arising out
of ownership. This is the next task.

Apart from Ijiri (1967, 1975) and Willett (1987, 1988) few accounting theorists have
argued that historical cost can satisfy the measurement theory requirement for such a
property.

Salvary (1997) advances the concept of "recoverable cost" to explain a

measurement system similar to historical cost. Without considering this issue explicitly
Mattessich (1964) and Tippett (1978) have advocated general axiomatic systems, of which
H C A might form the basis for a particular interpretation. Vickrey (1970, 1975, 1994), is,
of course, far from being alone in rejecting H C A for failing to meet measurement theory
criteria.
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Chapter 6

T h e monetary model; a specific interpretation of the D E C

Introduction

Attention is now turned to providing a specific interpretation of the DEC by applying
Postulate No.3. Chapter 5 identified property rights as the source of the qualitative,
empirical property underlying the elements. T h efirststep is to derive the relevant concepts
of the elements from the recognised information need. A n d while the elements are to be
interpreted simultaneously, the link to owners' equity from the information need appears to
be more direct than for assets and liabilities. Once specific meaning is given to the concepts
of capital and profit, assets and liabilities must be similarly interpreted. Changes in these
latter elements are the primitives of the system. With meaning conferred on the primitives,
itflowsto the rest of the elements by virtue of the relationships of the model.

Two information needs supporting the use of the monetary model are first outlined,
followed by support for them from two economists and the law. Then different forms of
logical argument are used to demonstrate the relationship between the information needs
and the quantity to be measured infinancialstatements, including Mattessich's approach
based on "instrumental hypotheses". Next, the specific monetary interpretation is presented
formally with the relevant parts of Postulate No.3 shown in italics followed by the
interpretation. A fuller explanation appears in an Appendix, Elaboration of Postulate 3, i)
and ii), at the end of the chapter, including an explanation of the recording of the different
types of transactions using the double entry equation (Johnston, 1951). Derived rules for
measurement in financial statements are followed by an explanation of two central concepts;
namely, realisation and recoverable amount. A n example adapted from previous writers is
used to apply the monetary concepts initially to a terminated enterprise, and then assuming
continuity, to a continuing enterprise.

The measurement system or model to be explained is referred to as the monetary model
It needs to be appreciated that a single word - particularly one with all the connotations of
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"monetary" - cannot, of itself, clearly and unambiguously convey the intended meaning.
That will emerge as the interpretation is applied to the primitives, andfinallyall elements of
the D E C . The term "monetary" was used in an apparently similar sense by Canning (1929a),
the Institute of Chartered Accountants in England and Wales (1952) and Schumpeter
(1954). Starting at the broad, conceptual level also poses initial difficulties of overall
comprehension. O n the other hand, reconciling the interpretation of the several primitives
to the related rules developed for profit measurement, and the subsequent detailed
discussion, should help to communicate the full meaning of the model.

Two information needs supporting the monetary interpretation of the elements

Two purposes justify the selection of money capital and monetary profit as the explanato
components of owners' equity for measurement infinancialstatements. Both purposes
require the same interpretation of propertyrightsand ownership. First, for measurement
of whether the paid in money capital has been maintained, and whether the monetary profit
is a genuine surplus over the m o n e y capital (plus any retained monetary profits at the
commencement of the current period). The purpose of the legal rule limiting dividends to
profits is to ensure that creditors are not defrauded through the return to shareholders of
their paid in capital under the guise of a dividend. The claims of creditors have arightof
precedence over those of the shareholders. Usually thisrightis exercised only on default
of the company in paying its debts, or on liquidation of the company.

For the normal, continuing comply the contributed share capital represents a fund for
financing operations, a fund to which the creditors can look as a "safety buffer" standing
between them and the possibility of loss through the company failing, provided the company
maintains net assets of not less than the paid-up share capital. This buffer can be shown
using the symbols of the D E C with the addition of the $ sign to indicate the monetary
interpretation. Thus:
3>A,

<$>s^t

^

3>—.,

Hence assets are required to exceed the debts or liabilities by an amount not less than the
paid up share capital before a dividend can be paid.
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The debts o w e d to creditors are obligations to pay a certain s u m of money. Thus, creditors
will receive the protection of their legalrightto precedence over shareholders for repayment
if the amount of the money capital paid in by shareholders is not distributed; a concomitant
requirement is that the monetary profits represent a genuine increase over the m o n e y capital,
so that any dividends paid from profits will not diminish the m o n e y capital. The concepts
of realisation, cost allocation and recoverable amount are vital for monetary profit
measurement and are discussed separately later. In summary, the claims of creditors are
money claims; they have an ownership right to a certain number of dollars. Thus so long
as their claims are not indexed, meaning that m o n e y continues to be accepted at its nominal
value for the settlement of debts, the monetary model is the relevant model in relation to the
money capital maintenance information need. M o n e y is the unit of account, providing in
addition a standard of value for measurement of these money interpretations of capital and
profit. It follows that thefinancialstatements required include a profit statement for the
period, a retained profits statement and a balance sheet.

The second purpose served by the monetary interpretation is to provide a report of
stewardship by the directors to the shareholders for the use they have m a d e of the money
capital invested in the firm, and the actual results achieved from using the money capital
This report should disclose the profits earnt in the relevant period based on actual
transactions. This concept is also rooted in ownership - there is no profit without an
increase in assets arising from completed contracts of sale, once again emphasising the
significance of the realisation concept. Profit also implies an excess. In this case it is the
excess of m o n e y revenue inflows over m o n e y cost outflows. In addition to the profit
statement, the shareholders will wish to receive a balance sheet disclosing the amount and
form of assets and liabUities and shareholders' equity measured consistently with profit. A s
this "monetary basis" is the same as that used for m o n e y capital maintenance, both of these
information needs can be "recognised" in the one set of financial statements.

It is, of course, appreciated that there are other concepts of stewardship and capital
maintenance that m a y be judged to be relevant to other information needs. It is argued here
that these two information needs justify the use of the monetary model. However, whether
the two needs can be supported from the environment remains an empirical issue to be
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discussed.

Chapter 5 advanced propertyrightsas the general, qualitative characteristic underpinning
the elements of the D E C , and as such they provide the key to selection of the qualitative,
empirical property which can be used directly for interpretation of the primitive elements,
thereby providing a derived quantity to be measured. T h e primitive elements are changes
in assets and liabilities; changes in them arise from contracts. Essentially contracts are the
means by which propertyrightsare changed. T h e contract consideration is expressed as a
money amount, and, for the purpose of measuring m o n e y capital maintenance, on execution
of the contract that m o n e y consideration is the relevant quantity to record. Paton and
Littleton (1940: 11) alluded to this concept by their expression "measured consideration",
which they regarded as "the basic subject matter of accounting". Yet they seemed to give
preference to their alternative term "price-aggregates" which, although being able to
accommodate both revenue and expenses, in contrast to the term "cost", appeared to lack
the clearer meaning and direct link to contracts provided by "measured consideration".

The essence of this concept of capital is that it is the amount of money capital paid in
owners; that is, a directly identifiable m o n e y sum paid in by the owner on the
commencement of the business, plus any subsequent further direct investment by the
owners. The owner owns the cash paid in, and describing it as capital reflects that particular
ownershiprightwithin the accounting entity. The owner m a y bring additional assets into the
business as capital, or withdraw some of them from time to time, with a consequent change
in the amount of the m o n e y capital. A n y assets other than cash introduced into the firm
should be recorded at their m o n e y value; that is, their value-in-exchange had they had been
sold at that time. The clear intention is to measure the assets contributed by the owner at
the money s u m they would c o m m a n d in the market on entry to the entity.

Similarly, in the case of a company, the contributed share capital would be recorded at t
amount of the cash received, or the m o n e y value of the assets received from the
shareholders, with ownership residing with the company. Under their contract with the
company the shareholders have a beneficial ownership interest, or residual equity, in the net
assets.
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Monetary profit is the excess of the m o n e y revenue over monetary expenses. Abstracting
from any changes in the m o n e y capital and drawings or dividends paid, monetary profit for
a period m a y be characterised as an "adjusted cash flow" based on actual transactions with
external parties (value-in-exchange), after allowing for appropriate leads and lags in the
receipt and payment of cash (Nelson, 1942; Fitzgerald, 1949; Carson, 1965). Monetary
profit will equal cash operating inflows based on revenues received/receivable and operating
expenses paid/payable phis any amortisation/depreciation of cash paid/payable for long lived
assets. Put another way, monetary profit m a y be regarded as the best available estimate of
the current m o n e y distributable surplus taking into account operating revenues and
expenses, the latter including a relative proportion of the cost of long lived assets according
to their use. Expenses are based on entry prices, the actual purchase price (value-inexchange) paid for the services acquired.

As profit is not directly measurable, it is described as "monetary". It is a derived
measurement. However, the concept of profit intended is that of a money gain, measured
using the same cash base as used for m o n e y capital. It is a genuine surplus represented by
an increase in net assets which accrues for a company to the beneficial owners by virtue of
their indirect ownership interest, increasing owners' equity.

This system may be described as a "number-of-dollars measurement system" in which each
dollar of cash flow, irrespective of w h e n incurred, counts as one. These unique concepts
of capital and profit, together with the system for measuring them, are referred to as the
monetary model, or the monetary concepts, because of their grounding in actual cash flows
(or flows of value-in-exchange). They are clearly distinguishable from other concepts like
current purchasing power and current cost accounting which are also measurable in money
terms.

Before presenting in a logical form arguments linking these information needs, particula
capital maintenance, to the quantities measured infinancialstatements some evidence from
the environment supporting their use is offered.

Chapters 8 and 9 on historical

developments in the United K i n g d o m and the United States respectively discuss the issues
further.
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Dubois (1938: 363) writing on the practice of business companies during the eighteenth
century after the 1720 Bubble Act admitted that it w a s "very difficult to obtain accurate
information in regard to the basis on which dividends were declared". However, he
concluded that "certain generalizations appeared in the period, and seemed to have wide
support", but"... it is impossible to say whether the various formulas were mere expressions
of piety or whether they represented genuine company practice". His generalisations were
that "the dividend w a s not to be paid out of capital, nor w a s it to be declared without a
careful examination of available accounts. O n occasion, it w a s asserted that the dividend
was to be paid out of the income and profits of the organization". H e continued: "In the
well-established and sound companies, it is safe to say that these maxims were observed".

Thus many of the chartered and statutory companies would have provided for dividend
distributions in their charters or articles. It w a s not until the passage of the Companies
Clauses Consolidation Act of 1845 that a general act provided that dividends were not to
be paid so as to reduce the capital stock. But the requirement was short lived: the Joint
Stock Companies Act of 1856 (re-enacted as the Companies Act 1862) consigned the
provisions relating to accounts to an optional set of articles, where they languished for
almost a century. However, the statutory requirement to maintain capital could be implied
from the provisions of the Companies Act 1867 for the reduction of capital. Without a
clearly recognised connection between capital and profit, however, it was left to the
c o m m o n law to m a k e the connection. In the U S , the statutes of three important states,
California, Michigan and Minnesota, made "earned surplus" the ordinary source of funds for
dividend appropriations (Grady, 1962: 205).

Credit for fashioning the common law rule that dividends were to be paid only from profi
and that capital w a s to be maintained at the m o n e y amount contributed - or agreed to be
contributed - by shareholders w a s given to Jessel, Master of the Rolls, in Flitcroft's case
decided in 1882 (Yamey, 1962b: 429-430). H e enunciated the concept "of an implied
contract with creditors... [who] give credit to the company on the faith of the representation
that the capital shall be applied only for the purposes of the business, and

that the

corporation shall keep its capital and not return it to shareholders". This was the dominant
rule in dividend distributions, yet it w a s destined to be overturned by Lord Justice Lindley,
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who, in a series of decisions from 1889, diminished the rule m u c h to the consternation of
accountants of the day (Dicksee, 1891). It w a s not until the recommendations of the 1962
Jenkins Committee on C o m p a n y L a w Reform were enacted that the main provisions for
measurement of profit were restored; for example, by providing for the depreciation of
wasting assets.

Further, the UK Companies Act of 1980 provided that profits available for distribution w
to be restricted to "realised profits less realised losses". The lack of a clear meaning to this
expression caused some consternation, leading to an 1981 amendment, later incorporated
in the Companies Act 1985 (paragraph 91, Schedule 4). The amendment provided that:
... for the avoidance of doubt... references in this Schedule to realised profits ... are
to such profits of the company as fall to be treated as realised profits for the
purposes of those accounts in accordance with principles generally accepted with
respect to the determination for accounting purposes of realised profits at the time
when those accounts are prepared.
The Accounting Standards Cornmittee ( A S C ) thereupon commissioned the Research Board
of the Institute of Chartered Accountants in England and Wales to report on the meaning
of "realised profits" and the reporting of unrealised gains, and to produce recommendations.
Following a survey of the literature the report concluded that no single definition of
'"realised profit' c o m m a n d s general acceptance (Carsberg and Noke, 1989: 19). The
authors noted four "ideal concepts" of profit, one of which was "legally distributable profit",
and in their third recommendation raised the possibility that the A S C might limit the
traditional profit and loss accounts to legally distributable profits with companies being
encouraged to publish an additional statement "serving to indicate overall financial
performance by bringing together all profits and gains" (Carsberg and N o k e , 1989: 42).

The legal requirement that dividends may only be paid from profits is provided for in se
254T of the Australian Corporations L a w . It should be noted that this is a specific purpose
which is common

to all equity shareholders. A s a class or a group, therefore, they need to

know that the dividend recommended by directors is in accordance with the law, and that
it is being paid from profits. The purpose needs to be sufficiently specific so that the
relevant concepts of profit and capital maintenance can be derived from it.
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Turning to the views of economists, John Stuart Mill emphasised the need for financial
statements to provide information relevant for capital maintenance, and probably
stewardship. H e wrote:
The law is warranted in requiring from all joint stock associations with limited
responsibility, not only that the amount of capital on which they profess to carry on
business should either be paid up or security given for it ... but also that such
accounts should be kept, accessible to individuals, and if needful published to the
world, as shall render it possible to ascertain at any time the existing state of the
company's affairs, and to learn whether the capital which is the sole security for the
engagements into which they enter, still subsists unimpaired: thefidelityof such
accounts being guarded by sufficient penalties (Quoted by French, 1977: 327).
Andrews (1949: 71), another economist, explained the capital maintenance rule as a
consequence of the privilege of limited liability, and then continued:
The incorporated company was, therefore, required to state its paid-up share capital,
originally conceived as a sum of money which the shareholders put into the business
at the start. Dividends were not allowed to be paid out of capital, but had to c o m e
solely out of profits ...

Writing from a different perspective, Butterworth (1982: 110) first cast Hicks in the "ro

of villain" and then concluded that "[a] firm's income is the most that it can distribute

shareholders without making any of its holders of financial interest worse off...", a pos
similar to the legal concept of capital maintenance, overlooking for the moment the
interpretation of "worse off".

The intention of this brief review has been to provide some evidence of support from sta
law and common law, as well as economists, for capital maintenance.

Logical forms of the argument

Logic consists of a series of rules designed to bring out explicitly in a conclusion sta

that were implied by the premises. The conclusion cannot add anything not already present

explicitly or implicitly, in the premises. The different forms of argument each have thei
set of rules. Two arguments forms are demonstrated, the second combining deduction and
induction is from Mattessich (1995). Simply because the logical form of an argument is
valid does not mean that the conclusion will be accepted. The premises may simply be not
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accepted, leading to rejection of the argument.

The first form used is of a conditional argument. It takes the form p implies q; p (exis
therefore q, and symbolically is represented as p 3 q; or p, ..q. The argument form is called
affirming the antecedent (Salmon, 1963: 23). It isfirstapplied to the conditional capital
maintenance axiom of the D E C .
1.

RP, > 0

2.

RP, > 0

3.

^

A.-Lt>C,

(See the proof for Equation 5, D E C )
(Axiom 2, D E C )

A, - L, > C t

(Equation 6, D E C )

Thefirststatement says that if retained profits are not negative, then net assets will be not
be less than capital. Considered alone, this statement is a deductive form of argument,
relying for its validity on the relationships established within the D E C .

The second

statement is an empirical assertion that in a particular application retained profits are not
negative. Taken together, the two statements lead to the conclusion in 3. that net assets
will not be less than capital in the particular case.

A similar argument form for capital maintenance is now demonstrated using propositions.
1.

If, in a particular economic and legal jurisdiction:
a) dividends are only to be paid from profits;
b) capital is to be "maintained" as a fund for protection of therightof creditors to
precedence over shareholders in settlement of their debts; and
c) debts are obligations to pay a sum of nominal money;
then
share capital of companies should be measured at the amount of money paid in by
the shareholders, and profit should be measured at the monetary amount in excess
of the share capital for the purpose of legal capital maintenance.

2.

Australia is a particular economic and legal jurisdiction, in which the Corporations
L a w stipulates that dividends are only to be paid from profits; and in which debts are
obligations to pay a sum of nominal money.

3.

Therefore, in Australia share capital of companies should be measured at the amount
of money paid in by the shareholders, and profit should be measured at the monetary
amount in excess of the share capital for the purpose of legal capital maintenance

A weakness of the above argument is the absence from the empirical statement 2. of
confirmation that L b ) applies. It m a y be argued that it is implied by la) which is not
convincing as the lack of a direct connection between capital and profit was the weakness
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exposed in m a n y of the dividend cases decided late in the nineteenth century.

Mattessich (1995, 122) has suggested an alternative approach using an "instrumental

hypothesis". The following application uses his method, with his headings shown in italic

/. Objective
To receive financial statements disclosing:
a) the amount of periodic monetary profits, including profits available for
distribution as dividends; the amount of the contributed m o n e y share capital and
retained monetary profits (shareholders' equity); and the amount and form of assets
and liabilities representing shareholders' funds; and
b) the actual results from operations, profit being perceived as a periodic realised
monetary gain in excess of the contributed capital; the amount and form of assets
and liabilities representing shareholders' funds, and the amount of the contributed
money share capital and retained monetary profits.
2. Empirical relationship
This is two-fold:first,to the information need; and second, to the data to be
processed. First, the Corporations L a w requires that dividends only be paid from
profits; a legal condition long accepted as being for the benefit of creditors.
Second, the opening balance sheet and transactions should be faithfully measured
and reported so that the numerical relation system matches the empirical relation
system.
3. Analytical relationship
This likewise is twofold: First, commencing with the two information needs through
to the monetary interpretation of the D E C .
Second, the formal relationships existing between the elements, especially those
between capital, profits, and net assets, as demonstrated in the D E C including the
accounting policies and rules.
4. Inductive inference
That the resultingfinancialstatements will provide relevant and reliable financial
information for the m o n e y capital maintenance and m o n e y stewardship information
needs.

It is unclear w h y "4. Inductive inference" is so described, as it represents the conclusion to
the argument based on both deduction and induction. Mattessich (1995) appears to be
ambivalent regarding HCA, stating that "[i]n regard to nominal capital maintenance, the
traditional historical cost accounting approach will continue to provide the proper vehicle"
(119). Yet, after criticising realisation, he acknowledges "that it does not seem advisable"
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to include unrealised holding gains for signalling "the m a x i m u m amount available for
dividend distribution" (114). Moreover, he claims that "there is no perfect correlation
between the various accounting models, on one side, and the three capital maintenance
concepts on the other" (119). Perhaps this view stems from the efficacy with which he
regards holding gains, claiming that the "hallmark offinancialcapital maintenance is
inclusion of holding gains in the ultimate income concept" (111).

Opposed to this

interpretation is his classic statement that "[d]ifferent mformation purposes obviously require
different capital maintenance concepts" (119).

The process of deriving the monetary model as a specific interpretation of the DEC using
the approach set out in Postulate No.3 is n o w summarised. It should be appreciated that
this interpretation does not preclude simultaneous use of another interpretation to satisfy
other information needs. A detailed elaboration presented in an appendix has enabled this
summary to be relatively terse.

The monetary interpretation using Postulate No.3
The sub-postulate is statedfirstin italics, followed by the specific interpretation
i)

Identification of the users, and their common, financial information needs; and
selection therefrom of information needs that can be recognised in a single
interpretation of the DEC
a.
b.
1.

2.
ii)

The users assumed are the ordinary shareholders of a company.
Their recognised, c o m m o n financial information needs are for financial
statements disclosing the amount of periodic profit, and retained profits; the amount of the share
capital and shareholders' equity; and the amount and form of assets and
liabilities representing shareholders' funds - as a means for ascertaining
whether contributed share capital has been maintained; and
stewardship of the m o n e y funds contributed by shareholders.

Deduction from the recognised, common financial information needs of the
relevant qualitative, empirical property underlying the elements; and thence the
relevant quantity of changes in assets and liabilities (the primitives of the DEC),
and the unit for measuring these changes
Property rights provide the qualitative, empirical property underlying all the
elements. For the above purposes, money, or "money equivalence", is the basis for
measuring the initial assets, liabilities and owners' equity.
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Property rights are changed by contracts, which w h e n executed give rise to
transactions which are recorded at the m o n e y amount of the contract consideration.
Executed contracts confer meaning on changes in assets and liabilities, the primitives
of the D E C for the above t w o purposes, and the m o n e y consideration of the
transactions provides the basis for their measurement. T h e net change in property
rights arising from transactions, other than those with the beneficial owners,
measures an increase in the beneficial ownership interest (rights to property through
the contracts with the company) of the shareholders, and it is called monetary profit.
Thus the eight primitives, distinguished by source, are given this specific
interpretation (which then flows to the remaining elements):
$A(t)c

S^Or

$\f)e &\t)d $\t)l

(The $ sign is added to the symbols to denote the monetary interpretation and to
distinguish them from the general symbols as well as other interpretations. Also, in
"re-writing" the general terms of the D E C to reflect the monetary interpretation
"monetary" - interpreted in this context - should be inserted prior to "quantity" in
each case.)
M o n e y in units of the domestic currency is the measurement unit and unit of
account. Its function for this purpose is derived directly from its role in contracts,
and, provided it continues to be accepted without indexation for settlement of debts,
the domestic currency provides a stable standard for these purposes

An appendix to the chapter elaborates on this formal outline, including the interpretatio
accounting treatment of each of the primitives. T h e rules or policies for periodic monetary
profit measurement and measurement of assets and liabilities derived from the above
interpretation in accordance with Postulate 3.iii) are next shown. Although incomplete, in
the sense that they do not cater for all types of transactions, they represent a more detailed
specification of the interpretation which should fully reveal the intended meaning of the
monetary model. Furthermore, the rules are followed by a discussion of two central
concepts to monetary profit measurement; namely, the realisation concept and recoverable
amount. The example of the Dyer C o m p a n y Ltd, used to demonstrate the application of the
monetary concepts, can also be used to s h o w the statement of the relevant circumstances,
comprising the opening balance sheet, transactions and accounting policies called for by
Postulate 3.iv).
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Specific measurement rules for applying the monetary model
Part I -The main policies or rules for periodic monetary profit measurement
Revenue recognition rules:
1. General
Treat as revenue of the period transactions which satisfy the following two conditions:
a)
receipt of cash, or arightto cash, in a sales transaction with an external entity,
and
b)
performance of the contract for sale by supply of the goods or service.
2. Sales transactions for which condition 1(b) is not met
Treat cash received, or a right to cash received, as a liability until the contract is
executed; then treat as revenue.
Expense recognition rules
3. General
Treat as expenses of the period the monetary cost of economic resources acquired by
the entity the economic services of which have been used or have expired in the
current period, and which, therefore, are not expected to confer future economic
services; and the monetary amount of a cost or charge which does not confer any
direct economic services.
4. Rights to money - write down to NRV
For each debtor or receivable, compare the amount at which it is recorded with its net
realisable value in the normal course of business ( N R V ) , and, where that amount
exceeds N R V , treat the excess amount over N R V as an expense, either writing the
amount off as a bad debt, or providing for the expected loss.
5. Cost allocation - general
For economic resources the services of which are expected to benefit several
accounting periods, allocate their monetary cost (less any sum expected to be received
on disposal) to accounting periods in the ratio of services provided, expired or
expected usage in a particular period, to the total services expected to be provided by
the particular asset. Treat the cost so apportioned as an expense of the particular
period; and, subject to 6(b) and 7(b), treat the balance of the cost as an asset.
6. Cost allocation - inventories
a)
O n sale, transfer the monetary cost of the inventories sold to cost of goods sold
expense.
b)
C o m p a r e the monetary cost of all items of inventory on hand at balance date
with their N R V , and where the monetary cost exceeds N R V treat the excess of
cost over N R V as an expense, thereby ensuring that the money cost carried
forward for an inventory item does not exceed its cash generating capacity.
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7.

Cost allocation - depreciable assets
a)
Allocate the net monetary cost of depreciable assets to accounting periods as
expenses in the ratio of services provided in a particular period to the total
expected services from the asset over its economic life.

b) Compare the monetary cost, or written down monetary cost, to be carried
forward at balance date with their recoverable amount (the higher of N R V and
future net cashflows);and where the monetary cost, or written d o w n monetary
cost, exceeds recoverable amount, treat the excess cost over recoverable
amount as an expense. This should ensure that an asset is not shown at an
amount exceeding its cash generating capacity.
Part H - The main rules for measurement of assets and liabilities
Assets are of three kinds under the monetary interpretation:
a)
money
b) moneyrights,or contractualrightsto a money amount
c) money expenditure on non-monetary assets. The money expenditure m a y be split into
two groups of assets for the purpose of developing measurement rules i.
Non-monetary assets, the economic benefits or services of which are not
expected to be used, or to expire, in the earning of revenue. These assets are
referred to as non-depreciable assets.
ii. Non-monetary assets, the economic benefits or services of which are expected
to be used, or to expire, in the earning of revenue. These assets are referred to
as depreciable assets.
Rules for measuring the money amount of assets
8. Measure money on hand or at call in bank accounts at the amount of the money
owned.
9. Measure rights to money at the lower of the amount of money over which rights are
held, or their N R V .
10. Measure money expenditure, or the money cost of non-monetary assets, as follows:
a.
Measure non-depreciable assets at the lower of their money cost, or their N R V
b.
Measure depreciable assets at the lower of their money cost less accumulated
depreciation, or their recoverable amount. Recoverable amount is the higher
of their N R V and the expected future net cash flows of the asset.
Liabilities

Liabilities are debts, or an obligation to pay a money sum arising out of a contractual
obligation for value received. T w o groups can be distinguished for the purpose of their
measurement i.
Debts payable either immediately or in the short term.
ii.
Debts payable in the long term; these can be subdivided into those for which the
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money value of the consideration received equals the amount of the debt, and
those for which the consideration received either exceeds or is less than the
amount of the debt.
11

Measure debts payable in the short term at the contractual amount of the debt.

12.

Measure long term debts for which the m o n e y value of the consideration received
equals the sum payable on redemption at the amount of the debt.

13.

Measure long term debts for which the m o n e y value of the consideration received
either exceeds or is less than the sum payable on redemption of the debt by
apportioning the amount of the discount or premium on issue over the time period to
redemption so that by redemption date the debt is recorded at the amount repayable.

These rules demonstrate that, provided consistent, co-related concepts of capital and p
are applied, the so called profit statement and balance sheet approaches to measurement of
profit will yield the same result. In addition, no part of the money capital will be distributed
as dividends provided:
1.

that the measurement rules are applied with consistency and integrity;

2.

that any falls in the N R V of moneyrights,or of non-depreciable assets, below the
amount at which they are recorded are recognised and expensed; and

3.

that the money amount ultimately recoverable from depreciable assets is not less than
the estimate of their recoverable amounts.

The concept of capital maintenance adopted here is based on the "going concern" concept,
which includes realisation of assets in the normal course of business. Therefore this concept
does not guarantee that the protective "buffer" capital provides to the creditors will
necessarily be available on a specific day; for example, if the company were liquidated
immediately. Were the company to be put into immediate liquidation, then the definition of
N R V would need to be amended to net realisable value on liquidation, N R V * . The reason
for this should become apparent on examining Rules 9 and 10. O n immediate or forced
liquidation the N R V * for a great m a n y assets is likely to be less than the amount at which
they were recorded at that date.

General assets suitable for a range of purposes may command a price exceeding the amount
at which they were recorded, but specialised plant or equipment m a y incur substantial losses
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on immediate sale. Hence, to the extent that there are shortfalls on realisation, capital m a y
not be maintained. T h e impact of an overall loss on liquidation m a y be cushioned by the
existence of any retained profits. If maintenance of a "continuous buffer" available to
creditors on immediate liquidation at all times were the objective, then all assets would be
required to be measured at the lower of their recorded amount or their N R V * .
Nevertheless, with this s u m being the estimate of a future market price there is no absolute
guarantee that, even if this were done, capital would be maintained as intended.

Due to the significance for the measurement of periodic monetary profit of the realisatio
concept and the recoverable amount concept these notions and the rules to implement them
are discussed further. Vatter (1966: 75) in a review of accounting wrote that "... there is
really no basic division in the ranks of the profession as to the determination of revenue ...
there is really no serious deviation from the accountant's general position that every fixed
asset ought to be written off over the period of its usefulness". Realisation is discussed first
Recoverable amount forms part of the rules for cost allocation. In each case the discussion
commences with the an explanation of the relevant rules from the monetary model followed
by brief comments to place the concepts in an historical context. The arguments for and
against cost allocations are considered further in Chapter 7 in examining Thomas's views.

The realisation concept

An early reference to the realisation concept is credited to Sawyer who wrote in 1862 tha
the "recognised principle that stock should be valued at cost price (unless depreciated in
value) and that no profit should be estimated unless realised ..." (quoted by Edwards, 1938:
88). However, reflecting the controversy which has continued, Sawyer went on to challenge
the prohibition against taking credit for profit in respect of work in process in the tanning
trade. In contrast with the clarity of the principles of the monetary interpretation, confusion
has persisted in theory as well as practice. Yet if the foregoing quote from Vatter (1966) is
to be believed there was general agreement on the principle of realisation, but this apparent
unanimity is challenged by later writers.

Rule 1 for revenue recognition captures the essence of the realisation concept. Normally,
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revenue is accompanied by an increase in assets, meaning that the sum of the firm's
ownership or propertyrightshas been increased. The exception occurs w h e n goods are sold
at a loss. Nevertheless, the proceeds from the sale represent revenue. Propertyrightsare
changed by the execution of contracts, resulting in transactions. Thus the contract provides
the vehicle for the sale, and, on its execution, the justification for the recognition of the
revenue which is measured at the quantity of the money consideration. O f course, while not
directly relevant to the interpretation of the realisation concept, the contract will also
provide for the surrender of thetitleto the goods sold. Normally, the money consideration
will be payable in cash either immediately, or in accordance with the firm's credit terms

This suggests an interpretation of "realise" which is broader than a dictionary definiti
"5 a convert into m o n e y " ( C O D , 1990: 999). However, the same section included "b
acquire (profit)" and "c be sold for (a specified price)". The accounting sense of the term
includes both the a and c meanings, and also, hopefully, a profit element - the b meaning
Ultimate conversion into cash is important, otherwise an expense m a y be incurred for a bad
debt. Rule 1, however, emphasises receipt of cash or arightto cash, which, as previously
explained, should be backed up by a contract changing property rights to the property
obtained and relinquishing those to the goods or services sold. Moreover, as part of
society's institution of private property, the contract will be legally enforceable

The

particular meaning (No. 5) of realised taken from the C O D thus appears to combine both lay
and accounting perceptions.

Canning (1929b: 101-02) struggled to identify a particular concept, initially emphasisin
'fruition in money (or the equivalent of money), effected within the period, of all those
elementary services..."'. Although noting that the "date of the sale, rather than the date of
the collection, determines the period in which the income will be counted" in the next
paragraph he laments that to give "an accurate and comprehensive expression to what the
accountant considers to have been 'effected within the period' is difficult". Paton (1922:
443-44) is unable to guide him. Canning (1929b: 103) then goes on to outline three
conditions which appear very similar to those identified by the A A A 1964 Concepts and
Standards Research Study Committee (1965) m a n y years later. His statement of the three
conditions read:
183

Most commonly the fruition will be considered to have occurred w h e n the stage of a
particular kind of operation has been reached at which all the following conditions are
fulfilled: (1) the future receipt of m o n e y wiffiin one year has become highly probable;
(2) the amount to be received can be estimated with a high degree of reliability; (3)
the expenses to be incurred in the cycle can be estimated with a high degree of
accuracy.

He acknowledged that the first two conditions related particularly to the "gross income
itself. In spite of the modern ring to his statement it did not identify the c o m m o n ,
qualitative characteristic, nor the specific quantity by which it might be measured.

Paton and Littleton (1940: 46-48) clearly distinguished the earning of revenue from its
realisation, and defined revenue as "the product of the enterprise, measured by the amount
of the new assets received from customers". It is to be measured as the "price-aggregates
(unit price times quantity) of a sales transaction and periodic revenue is expressed by the
sum of the price-aggregates ..." Without saying so explicitly this treatment identifies the
contract (sales transaction) and m o n e y consideration (price-aggregates) central to the
monetary explanation. M a y (1950: 263) included the realisation concept as one of"... the
three most fundamental postulates of accounting", describing it in these terms:
1. That the entire income from sale arises at the m o m e n t w h e n realization is deemed
to take place.

In a way reminiscent of Canning's approach, a lack of certainty and vagueness is introduc
by the expression "when realization is deemed to take place". F e w authorities since have
been prepared to state an unequivocal position. Bedford (1965: 94) claimed that "[e]ven
the notion that revenue should be recognised at the time of a transaction is not
unambiguous, for the concept of a transaction is a crude one at best and does not cover all
activities in which revenue arises". H e chose interest as his example to demonstrate the
latter point, claiming that "interest revenue accrues and is recognised ... before any normal
kind of transaction occurs", apparently overlooking the fact that the interest, including its
daily accrual, is expressed at a rate in the loan contract.

May (1943) too had allowed interest to confuse the picture, arguing that the "most
theoretically correct concept of the income account is that charges or credits to it accrue
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from day to day, and this concept is applied whenever practicable - as in the case of rent and
interest". Again, it should be pointed out that both interest and rent are usually stipulated
at a rate or amount according to time in the contract givingriseto them. Thus it is the
contract rather than the "theoretically correct concept of the income" which enables the
accrual under H C A of interest and rent, according to the monetary explanation. But "daily
accrual" of revenue in respect of sales of goods does not appear appropriate unless provided
for in the contract.

Coombes and Martin (1982) provided a thorough summary and review of the problems
involved in the definition and recognition of revenue under H C A . Diagram 1 depicts 9
possible stages in the earnings cycle w h e n revenue might be recognised, while Diagram 2
is in the form of a decision tree summarising the process in practice. Five decision points
are identified. The authors examine the problems using five tests: realization, external
transaction, cost principle, completed earning process and resolution of uncertainty, finally
settling on the latter. Their selection appears somewhat arbitrary, in that their four sub-tests
for uncertainty appeared also in the other tests to varying degrees. The sub-tests read:
1.
2.

3.
4.

A n agreement has been entered into by the entity with one or more independent
parties.
Cash has been received, or the entity has a claim on another party or parties
that:
(a) is for a specified consideration, either in cash, or other assets, or a reduction
in debt owing to the entity; and
(b) m a y not be cancelled at will by either party.
All acts of performance necessary to establish a valid claim on the other party
have been completed.
It is possible to estimate to a satisfactory extent the uncollectibihty of debts or
the return of goods sold (Coombes and Martin, 1982: 26).

These tests are similar to those set out by the authors in paragraph 59 w h e n evaluating the
external transaction test. Previously they had concluded that the transaction test, covered
by 1 above, w a s necessary but insufficient. A n executed contract would satisfy most of
these tests. Obviously the contract is an agreement which besides stipulating the property
rights changed by the contract states the m o n e y consideration, thereby satisfying tests 1.,
2.(a), and on execution, 3. A contract is open to being cancelled by one of the parties
refusing to proceed, for example. However, assuming the contract to have been valid in the
first place, means that the party cancelling will be subject to penalties under the law which
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may or m a y not include performance of the contract or the award of compensation to the
injured party. Presumably the intention of test 2.(b) w a s that the contract should be
enforceable at law. Test 4 relates to the estimation of future expenses likely to arise, and
their estimation. Its inclusion can be explained perhaps by their main test, the resolution of
uncertainty.

Assuming that future expenses could be estimated statistically using reliable probabilit
and thus m a y help to reduce some of theriskassociated with doing business, it is difficult
to see h o w reduction of uncertainty helps to resolve the concept of revenue. Moreover,
uncertainty, according to previous argument, cannot be handled by probabilities (Knight,
1921). However, their sub-tests appear, with this exception, to bring their concept of
revenue within the spirit of the monetary explanation. Nevertheless, Carsberg and N o k e
(1989) concluded that "the main purpose underlying the concept of realisation is to secure
the reliability of measurement - to ensure that profits are recognised only w h e n they can be
said to have occurred with reasonable certainty". This conclusion is perhaps more broadly
applicable to all accounting measurements, and not just to revenue

Changes in property rights as evidenced by the executed contract provide a valid explana
with the money consideration designating the quantity to be measured under H C A . In their
full review C o o m b e s and Martin (1982: 13) described a U S case, Eisner v. Macomber,25
U.S. 188 (1920) as "[p]erhaps the most noted case in the development of the realization
principle" and quoted from the decision of the Court which "defined income not as 'a
growth, but a gain, a profit, something of exchangeable value proceeding from the property,
severed from the capital'". Without going into all the issues the case raised, it appears to
indicate a need for a change in property rights as the source of profit. T o complete this
discussion two further matters related to changes in propertyrightsare considered - one a
change and the other a fable.

The Coombes and Martin (1982: 9) Diagram 2 outlined a series of decisions in revenue
recognition. Thefirstrelated to a partial completion of the earnings process, for example,
in a construction contract. W h e r e the contract provides for completion and payment in
stages, revenue should be recognised on that basis according to the contract. O f course, if
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there was no contractualrightto receive progress payments at specified stages and the full
amount w a s payable on completion, there would be no basis for earlier recognition. A
similar approach would be justified for instalment sales where, in accordance with the
contract, the title in the property sold would not pass to the purchaser until the final
instalment w a s paid. In this case, each instalment received could be treated as a separate
sale. The rules for revenue recognition could be expanded to cover these and other cases.

Many distinguished writers (see Parker, 1965: 164) have drawn attention to the apparent
odd result of applying the realisation concept (Rule 1 of the model). It involves the
purchaser of two different bonds A and B, for example, at a price of, say, $90. Later w h e n
the market value of both has risen to $100, the investor sells bond A and immediately
reinvests the proceeds by purchasing a second B bond for $100. The conventional balance
sheet would show these two identical bonds at their cost of $90 and $100 respectively, and
the conventional profit statement would show the profit of $10 from sale of bond A but
would ignore the unrealised appreciation from thefirstbond B. Measurement of the
identical bonds at different amounts in the same balance sheet is regarded as odd by the
critics.

The result in the example is odd only if the wealth of the entity were to be measured i
current market prices. However, if m o n e y capital and monetary profit, or historical cost
profit, are properly being measured the result is entirely in accordance with the philosophy
of the monetary model, as exemplified in Rule N o . 1 for revenue recognition. M o r e
importantly, however, the change in propertyrightsrepresented by the three purchases and
one sale of the bonds should be faitiifully reported at the contract consideration in each case.
This has been done, resulting in one bond being shown at $100 and the other at $90 in the
balance sheet. T o report these identical bonds at the same price consistently in terms of
market values would m e a n treating "not realised" as "realised". A similar result could be
obtained in the purchase of, say, motor vehicles. A fleet buyer purchases 20 identical cars
on 30 June for $24,000 each, obtaining a special trade discount of 2 5 % . A week later a
further car is bought for $30,000. Under H C A , each should be recorded at the money
consideration stipulated in the contract. O n the other hand, were the current wealth of the
entity being measured on 7 July, all 21 cars would be properly included at the identical
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market value.

Recoverable a m o u n t

Recoverable amount of a particular asset is the higher of its net realisable value - re
being in the normal course of business - and the future net cash flow it generates. For
debtors and trading stock, the recoverable amount is the N R V , as this will correspond with
the future net cash flow the asset is expected to generate (provided the same assumptions
are used in both calculations). For other non-monetary assets the recoverable amount may
be either the N R V or its future net cash flow from operations. If the asset is a highly
specialised piece of machinery then its future net cash flow is likely to exceed the N R V , in
which case the future net cash flow would constitute recoverable amount

The concept of recoverable amount is used in the rules for measurement of expenses, and
for the measurement of costs to be carried forward in the balance sheet as assets. Thus, it
is implicit in the definitions of expenses and assets. For example, although not mentioned
explicitly in the general expense recognition rule (No.3), it underlies the concept of
"economic services which have been used or have expired in the current period, and which,
therefore are not expected to confer future economic services." The specific rules relating
to debtors or receivables (No.4), inventories (No.6. b)) and depreciable assets (No.7. b))
apply the concept directly to amounts receivable and costs which should be treated as
expenses because they do not confer future services. Similarly, rules 9 and 10 for
measurement of assets incorporate the concept, although it is only expressly referred to in
No. 10. b). The concept of asset services is open to the criticism, discussed in Chapter 2,
that it is an asset intensive concept, and thus should only be used in derived measurements
allocating the cost of incomplete transactions. For monetary profit measurement in respect
of completed transactions, the actual cash flows will constitute the relevant measurements
Nevertheless, Fisher (1906: 103) considered that the "money-income" of the businessman
could be considered as a special case of "the net value of services to him".

A simple example is used demonstrate the application of these three rules. Suppose that
money capital of $1,000 paid into an accounting entity is immediately used to purchase
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trading stock which is then sold for $1,200 on credit. It is assumed that the owner wishes
to maximise monetary profits, and, for this purpose, the contributed money capital of $1,000
should be intact before a profit is recognised. Thus the monetary model, a number-ofdollars measurement system, is relevant. Assuming the purchase and sale are the only
transactions for the period, a monetary profit of $200 has been earnt. However, suppose
that evidence becomes available that the account receivable has a N R V of $1,100. The
credit sale contributes to the monetary profit objective of thefirm,and the "service" yielded
by the debtor (ownership rights to a certain money sum) is to provide cash. That cash
generating ability has been diminished, and the fall in recoverable amount of $100 needs to
be treated as an expense if the money capital is to be maintained. Therefore, profit will be
reduced to $100.

The demonstration can be extended to trading stock. Suppose that at balance date the
inventories had not been sold, and that their N R V was n o w $900. The "service" provided
by inventories is to provide goods for sale; and the fall in the N R V is evidence that this stock
will only yield $900 in future sales. Thus part of their cash generating capacity has been
lost, and this loss below cost should be recognised as an expense if the money capital of
$1,000 is to be maintained. In this case a loss of $100 has been sustained.

Finally, suppose that the $1,000 was invested in a machine that was expected to be used
production over five years, but after one year w h e n it had been depreciated by $200
evidence was available that the market for the output, instead of expanding as expected, was
falling. A s a consequence the future net cash flows from the machine are expected to total
$550, and N R V is estimated at $300. Thus, the recoverable amount is $550, the higher of
these two sums. The money amount of the future services to be contributed by the machine
is thus a m a x i m u m of $550, and an additional sum of $250 should be written off the initial
cost and treated as an expense if the m o n e y capital of $1,000 is to be maintained. In this
case a loss of $100 has been sustained.

The market transaction giving rise to the debtors or cost comprises the fundamental
measurement. However, there is no contract and thence transaction evidencing the write
down to recoverable amount. The write d o w n of debtors is based on an assessment of the
189

N R V . In addition, for depreciable assets an estimate must be made of the future N C F s likely
to be generated by the asset. Recoverable amount is the higher of these, the asset's N R V
or NCFs. They could both be described as future N C F s , or flows of expected market values.
The problem should be viewed as one of "correcting'' for the overstatement of assets shown
at an amount exceeding their recoverable amount. In this context, the expected N C F s or
market values should be read as "signals" (Salvary, 1997) indicating the overstatement.

Thus to correctly locate the fall in the cost in period in which it occurred, and not t
an element of loss in the amount of the asset carried forward, the asset must be reduced to
recoverable amount. If the assumptions m a d e in the process are borne out then the assets
will be measured at their cash generating capacity, i.e., their monetary amount. For
depreciating assets the write d o w n to recoverable amount should be viewed as part of the
allocation of cost over the period of economic benefit. Thus it is a cost allocation problem,
rather than valuation at market values, although the latter are used in the process. For full
understanding, the recoverable amount rules needs to be considered in relation to the
realisation concept.

It would be contrary to the realisation concept to record unrealised gains, or appreciat
in market values over cost, as monetary profits. There has been no increase in property held
nor in propertyrights,nor in fundsflowingto the entity for which directors are accountable.
However, accepting the estimates of current values and of future N C F s as evidence of cost
expiry, means that the "excess" cost should be expensed so that the "cash recovery
potential" of assets is not overstated. This is consistent with the purposes and concepts of
the monetary model.

There appears to have been little discussion of the need for the concept of recoverable
prior to the twentieth century, although some industrialists m a y have applied the rule in a
rough and ready kind of way. Benjamin Gott, for example, wrote d o w n thefixedcapital
of the Bean Ing mill from its longstanding book value of SP26,500 to <f 10,000 in 1817 and
to S_5,000 in 1818 because of bad trade conditions (Pollard, 1965: 277) Paton (1922: 178)
appeared to entertain the general problem w h e n he wrote that if "an asset expires without
compensation, it is evident that a corresponding diminution of ownership must occur". A
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few sentences earlier he had put beyond the scope of his study detailed discussion of "the
practical problem of distinguishing between asset balances, expenses, and losses". Canning
(1929b), without apparently recognising the concept, hmited the cost of fixed assets to be
carried forward to the cost of equivalent services, or, if that cost exceeded N R V , to the
N R V . Through pubhcation of A Tentative Statement of Accounting Principles Underlying
Corporate Financial Statements in 1936 the American Accounting Association ( A A A )
became the first accounting body to advocate accounting principles, including recognition
of this problem.

I have suggested that the concept of recoverable amount embraces three rules for periodic
monetary profit measurement, namely, as previously explained, No's. 3, 6. b) and 7. b). The
A A A (1936: 62) enunciated an overarching rule in these terms:
Every business enterprise should eliminate from its accounts those costs which are
applicable to assets no longer useful or salable, and should reduce the carrying values
of assets in use or ultimately to be marketed to such amounts as may reasonably be
expected to be recoverable in the course of future operations.
In a critique of the A A A ' s 1936 Tentative Statement, R o r e m (1936: 134) applauded:
The most significant contribution to accounting valuation .. is the implicit recognition
by the committee of the similarity of current and fixed assets. The rule of cost-lessdepreciation forfixedassets is the same in principle as the rule of cost-or-market for
current assets. Each of these values is an attempt to adjust the values to such amounts
as may reasonably be expected to be recoverable in the course of future operations.
But in each case the anchor-point of valuation is the original cost, and the changes are
attempts to measure expired values.
He also claimed that the committee had "given a better defence of the old dogma
[conservatism - visited later], or if one prefers, has changed the d o g m a into a logically
defensible rule." His conclusions were not shared by all. Gilman (1939) in quoting about
equal numbers of writers for and against the cost or market rule, stated categorically that
it was inconsistent and should not be countenanced. H e apparently did not see any similarity
between the write off of the cost offixedassets and the "lower of cost or market rule" for
inventories, but neither did he discuss the write d o w n of fixed assets to recoverable amount.
Apparently the more general rule w a s yet to be generally recognised.

The economist Andrews (1949: 53) explained that after charging "current costs" (cost bas
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depreciation) against the annual profits, the net balance "will be carried into the balance
sheet as costs still to be recovered". H e also mentioned that management m a y wish to
appropriate extra sums from profits for additional asset write downs, but without indicating
clearly whether this w a s in response to a fall in the recoverable amount below net cost or
was for s o m e other reason. In an appendix to Chapter II on joint stock companies he
discussed the difficulties faced by companies and their shareholders where past losses
effectively prevented the payment of dividends although current profit had been earned,
concluding by commenting favourably on provisions which allowed the Court to approve
a reduction in capital - effectively a "new start" from that date. M a y (1943: 50) referred to
this as a "quasi-reorganization", and while sympathetic to the need to resume dividend
payments as soon as possible, did not like going against the continuity concept

Parker (1965: 172) concluded a review of the development of the lower of cost or market
rule by noting its ability to survive attack (largely of the practice by academic writers), and
May's (1943: 184) acceptance of the doctrine of recoverable cost in order to "avert the
embodiment of the tworivalconcepts of cost and value in a single rule". Parker "suggested,
however, that the lower of cost and market rule has survived precisely because it does
embody the tworivalconcepts. Accountants are faced with a dilemma, as Littleton pointed
out in 1929: they are willing to accept neither a purely cost balance sheet nor a purely
appraisal balance sheet". Parker argued that the rule fulfils a need "so long as accountants
are unwilling to decide on the objectives of accounting", and that accountants "really cannot
have it both ways: either a balance sheet is a historical record or it is a statement of current
resources". This statement appears to be too simplistic.

Regarding the objectives of financial statements, the information needs supporting money
capital maintenance of the monetary model have been clearly stipulated. But the balance
sheet of the monetary model should not be subjected to the straight jacket of "a historical
record" if it is expected to measure periodic monetary profit. A pure, historical record
would constitute receipts and payments accounting from which all allocations would be
banished. Presumably operating receipts and payments could be distinguished from the
financing and investing activities, but that would still be a far cry from an operating
statement. Receipts and payments accounting would leave to investors and their advisers
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the decision of w h e n to write off the "lumps" of fixed cost represented by depreciating
assets. Clearly, measurement of periodic profit has been required, particularly since the
advent of the joint stock company mid nineteenth century. Fisher (1930), in his review of
Canning (1929b), did emphasise the need for "pro-rating" expenditure over time according
to the services consumed.

Not all academics criticised the lower of cost or market rule for inconsistency. Andrews
(1949: 41-2) argued that, if the market value of inventories had in fact fallen, it would be
unfair to saddle the next year with the costs and risks of the previous year by carrying
forward the inventories at cost. O n the other hand, to carry forward stocks at market price
when market prices wererisingwould falsify the cost position and cause the following year
to be charged with costs which had not been incurred. H e concluded that "the accountant's
rule here is a strict application of the logic of his principle of charging as costs the money
outlays that have been incurred during any period". It is interesting that his conclusion was
reached without invoking the realisation principle.

Salvary (1992: 256) employs a similar general rule in his theory of recoverable cost, na
"the lower of cost or market valuation" for investments. But, rather than drawing on the
concept of realisation to rebut the charge of conservatism, he argued that:
The real reason for this approach is the fact while "risk of loss" is a meaningful
concept, "risk of gain" is not an operational concept. N o one hedges against the risk
of gain; but those w h o can hedge against theriskof loss, usually do. The firm is in
business to m a k e a gain . It will reflect a gain as it achieves that gain
However, in this comment, he apparently overlooked the possibility of hedging to give a
"good" gain/risk compromise. In applying his "lower of cost or market" rule, investments
or assets which the business intends to continue to use in the business are to be valued at the
discounted selling price of their expected output less a margin for profit, while those which
are no longer part of the production plan and are to be terminated should be valued at N R V

Of course, the recoverable amount concept embraces more than the lower of cost or market
rule; as explained previously the concept is overarchmg, extending to measurement of all
assets other than cash held in the form of the domestic currency. Assuming that the
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monetary model is a valid interpretation of propertyrightsfor the two information needs
summarised as money capital maintenance and stewardship of m o n e y funds, the recoverable
amount concept appears to be a sound, derived concept for the purpose of measurement of
periodic monetary profit and the amount at which assets are stated in the balance sheet of
the model.

Brief comments are offered on conservatism. First, conservatism is defined as measuring
an asset at a lower amount than would be appropriate according to the rules of the particular
model being applied. This would mean that if an item of inventory should be measured at
$140 under the monetary model then to measure it at $100 would be regarded as
conservative. Second, suppose that in fact an inventory item which should have been
measured at $140 was indeed measured at $ 100. Suppose further that in the next period it
was sold for $140. The effect of these inventory measurements on profit for the two periods
is a loss (or an increased loss) in thefirstperiod of $40; matched by a gain of $40 in the
second period. Clearly, the impact on monetary profit measurement in thefirstperiod is
"conservative"; equally clearly the impact on monetary profit in the second period is the
opposite - perhaps it could be described as "optimistic" Thus it is not possible to be
consistently conservative in the measurement of periodic monetary profit for one period's
conservatism is another period's optimism. Hence, Sterling's (1967) charge that H C A is
conservative is refuted; for the above reasons it is not possible to sustain deliberate
understatement as a general principle that can be consistently applied.
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The Dyer Company Ltd example

To complete the explanation of the monetary model, an example is n o w used. Symbols and
words have been used in the explanation, and n o w is the time forfigures.Thus the example
provides a practical form of communication. In addition, it extends the demonstration of
the application of Postulate 3, particularly iv). A terminated business is considered first,
additional transactions being included for this purpose. Then continuity is assumed,
enabling problems posed by incomplete transactions to be considered.

The example of the Dyer Company Ltd used by Tippett (1978) and Willett (1987, 1988) wil
be adapted for this purpose. Changes in assets and liabilities, the primitives of the monetary
model, are measured at the monetary amount of the external transactions which gave rise
to them. These are the fundamental measurements which set the parameters for the system.
These parameters can be described as cash flows for the terminated entity as all transactions
have been completed.

The Dyer Company Ltd example, shown in Table 1 on page 197, has been extended by
assumptions clarifying its commencement, and three additional transactions for its winding
up including distribution to the shareholders. Figure 1 is an adaptation from Willett (1987:
163) summarising the accounting assumptions relating to additivity, the symbols being taken
from the double entry calculus. The A , B and C rows require the additivity of changes in
elements over time. Column II states the relationship postulated in Axiom 1 of the double
entry calculus. It is a summarised transactions approach requiring the changes in net assets
for a period to equal the changes in owners' equity. The $ sign has been added to the
elements to signal the monetary interpretation. In order to demonstrate that these
relationships hold it is helpful to summarise all the external transactions in the form of a cash
flow statement for the entire period, or lifetime of the entity. This has been done in Figure
2. Thus t-l = 1 January 1904 and t = 31 December 1909, i.e., the lifetime of the entity
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Figure 1

Arithmetic accounting assumptions
I

n

m

A

''•^t-i

+

$A( t)

$A.

O

*^-"t-l

+

$L (t)

$L,

C

$OEt.,

+

$OE ( t )

$OE,

NB.

$OE ( t )

=

$C(t)

+

$P[t]

-

$D [t]

Thus if C(t) and D[t] are both zero ie., no change in capital or dividends paid
during period ended at t, profit equals the change in owners' equity.

General definitions of the elements and symbols representing them from the D E C
Point-of-time elements:
A,
L,
OE,
C,
RP,

=
=
=
=
=

quantity of assets at time t
quantity ofliabilities at time t
quantity of owners' equity at time t
quantity of capital at time t
quantity of retained profits at time t

point-of-time
Change in the elements:

L(t)

OE (t) =
RP(o =

change in the quantity of assets for period ended at time t
change in the quantity of liabilities for period ended at time t
change in the quantity of owners' equity for period ended at time t
change in the quantity of capital for period ended at time t
change in the quantity of retained profits for period ended at time t

Periodic elements:
P[t]
D[t]

=
=

quantity of profit for the period ended at time t
quantity of drawings for the period ended at time t
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Table 1

The Dyer Company Ltd Balance Sheet(s) as at
31.12.08 31.12.09
Share capital & reserves
Share capital
Retained profits
Total Shareholders' Funds
Current habilities
Trade creditors

Fixed assets
Buildings - at cost
less accum. depreciation
Cost less depreciation
Current assets
inventories - at cost
Securities - at cost
Trade debtors
Cash
Total current assets

50,000
60.000
110,000

50,000
69.200
119,200

5.000
$115,000

6r400
$125,600

80,000
20.000
60,000

80,000
24.000
56,000

6,100
10,000
26,500
27.000

10,000
10,000
10,000
25.000
55.000
$115,000

69.600
$125,600

Assumptions:
Company formed 1.1.1904 when all share capital was contributed. Building purchased same
day. Estimated life of 20 years. Straight line depreciation used. N o salvage value. Inventories
held 1.1.1909 comprised 1,000 units @ $10 each. Issued using FIFO.
Transactions for year ending 31 December 1909:
a. 30 Jan. Purchased
b.
28 Feb.
c.
31 Mar.
d.
30 Apr.
e.
31 Aug.
f.
30 Nov.

500 units of inventory at $ 11 each on credit
Sold 800 units on credit at $20 each
$ 10,000 paid by debtors (no discount)
$8,000 paid to creditors (no discount)
Sold 500 units on credit at $21 each
Purchased 300 units on credit at $ 13 each

Additional transactions for termination:
g. 31 Dec. Sold 500 units for cash at $23 each; $ 11,500
31 Dec.
Sold buildings for $65,000
h.
I.
31 Dec.
Sold securities for $ 15,000
j.
31 Dec.
Settled debtors & creditors
k.
31 Dec.
Paid out shareholders
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Figure 2

Dyer C o m p a n y Ltd
Summarised cash flow statement
(or lifetime transactions for terminated enterprise)
1 January 1904 to 31 December 1909
Payments

Receipt!i
1.1.
1904

Capital
Loan

19041908

Sales/
debtors

1909

Debtors 1.1.09
Sales
Buildings
Securities

31.12

50,000
50,000

130,000

10,000
38,000
65,000
15.000
$358,000

Building
Stock

80,000
10,000

Creditors/expenses 55,000
Loan repaid
50,000
Securities
10,000
Creditors 1 1 09
5,000
Purchases of stock 9,400
Shareholders
138,600
$358,000

All transactions summarised in this statement are shown at their "monetary amount", the
cash flow or value-in-exchange when they were incurred. The types of flows may be
summarised as follows:
Cash inflows

Cash outflows

Share capital received

Assets purchased

Loan received

Loan repaid

Revenue received

Expenses paid

Assets sold for cash

Shareholders repaid

These are the main types of transactions. From the perspective of ownershiprights,each of
the transactions could be labelled as either being with shareholders and relating to thenmoney capital, or with external parties and ultimately relating to profit measurement. The
qualitative factor is provided in each case by the ownership concepts of money capital, and
monetary profit. The "money capital" is clearly the share capital paid in - there is a direct
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and unequivocal relationship to the "monetary amount"; it is isomorphic, or completely
"representationally faithful" in relation to the property being measured. The monetary profit
can be measured indirectly in two distinct ways, each of which gives the same answer, and
each of which is suitable for measurement of capital maintenance.

First, as a genuine monetary increase or surplus over and above the paid in money share
capital. Second, by measuring all the transactions apart from those with the shareholders.
In other words, all the transactions other than those with shareholders m a y be used to
measure the monetary profit. The transactions themselves are fundamental measurements,
the results of which accrue to the owners or shareholders by virtue of their beneficial
ownership interest. Monetary profit is derived from these fundamental measurements

$OE
Thus
$P,
t - $OE
t.,

w

138,600

-

50,000

-

219,400

88,600

and
$P,
$R(t) " *Mt]

w
308,000
88,600

The figures for revenue and expense comprise the total receipts and payments, less the
contributed share capital of $50,000 and the payment to shareholders of $138,600
respectively. The loan receipt and repayment has been included because any discount or
premium could affect the measurement of profit. In this case they simply cancel out. Again,
thefiguresreflect a one-to-one correspondence between the actual transactions and the
money consideration being measured. A n d they properly measure monetary profit for the
purpose of assessing money capital maintenance. Another feature of these completed
operating transactions is that the economic services m a d e available by the expenditure have
been consumed or realised.

The opening balance sheet at the close of business on 1.1.1904 (Column I, Figure 1) c
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prepared from the first four transactions listed in Figure 2, and the closing balance sheet
from the final amount of cash held immediately prior to payment to the shareholders
(Column m , Figure 1). This enables Figure l A t o be completed with the monetary amounts
for each cell on the matrix, thereby demonstrating the additivity of the elements at a point
of time, and across time by virtue of the extensive property selected. Each cell shows the
monetary amount of the relevant transactions over the life of the business.

Figure 1A
Arithmetic accounting assumptions

A

I
100,000

+

II
38,600

=

DT
138,600

B 50,000 50,000 = 0

C 50,000 + 88,600 = 138,600
This explanation has been simplified by considering a terminated enterprise. Its simplicity
has assisted in clarifying the monetary property being measured, which is derived from
property rights. The domestic currency as the unit of account is entirely appropriate for
measuring this property in relation to m o n e y capital maintenance. However, it should be
noted, that as all transactions have been completed, there is a complete identity between
monetary profit and profit calculated using market values or current cash equivalents
(CCEs) profit.

T o be sure these two concepts of profit would result in different

measurements if periodic profit had been calculated period by period. W e r e a model
measuring "real" profit, or one based on relative price changes being measured, then an
amount different from the monetary profit would have resulted.

Extending the analysis to continuing entities

In extending the analysis to continuing entities, it must be emphasised that the same b
property is to be applied. Thus the qualitative characteristic derived via changes in property
rights and contracts for the two information needs is the m o n e y amount of the contract
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consideration, thereby leading to interpretation of owners' equity as money capital and the
associated concept of monetary profit. Because the entity is ongoing, incomplete
transactions benefiting several periods pose problems not encountered in accounting for the
terminated entity. Thomas (1969 and 1974) has claimed that all allocations are incorrigible
and should be avoided. These issues, including the impact of future uncertainty, are
addressed in Chapter 7. Similarly to the terminated enterprise, cash flows arising from
actual transactions are the fundamental measurements providing the parameters for periodic
monetary profit measurement.

Before proceeding to more detailed analysis several preliminary points are relevant. Fir
the dual approach to profit measurement is still applicable. Monetary profit can be
measured from the balance sheet by measuring changes in assets and liabilities over a period,
or more directly by identifying the asset and liability flows which make it up in the profit
statement. Second, the total lifetime profit of a continuing entity (assuming eventual
termination) should equal the sum of its periodic monetary profits measured using those
same concepts. That is,
E $P(i) = $P(1) + $P(2) + - + $P(n)
i= l

This condition ensures that there are no "leaks" in the system.

Third, while the actual transactions provide the fundamental measurements, profit is an
amount derived from them and thus is a derived measurement. Rarely could profit be
measured directly from a fundamental measurement in its o w nright;that would be contrary
to its nature as a surplus or gain. For example, the total lifetime profit of the Dyer Company
Ltd can be calculated by deducting from the pay out to shareholders their opening capital
contribution, assuming no further capital was paid in and no dividends were paid.

The profit statements for 1909 shown in Figure 3 have been prepared on two assumptions
First, the profit calculation shown in the left hand column assumes termination using the
additional transactions for the purpose of confirming thefigurefor total lifetime profits of
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$88,600. This comprises the $60,000 retained profits on 31 December 1908 plus $28,600
for the 1909 profit, a total of $88,600. This sum, together with the paid in capital of
$50,000, equals the distribution to shareholders of $138,600, thus coimrming that there
were no leaks in the system.

Figure 3

Dyer C o m p a n y Ltd
Profit statements
for year ended 31 December 1909
1.

2. Continuing

Termination

Revenue

$38,000

$26,500

less cost of sales expense 19.400

13.300

Gross margin

18,600

13,200

4.000

4.000

14,600

$9.200

less depreciation
Operating profit
Add
Depreciation recovered

9,000

Gain on securities

5.000

Profit

$28.600

Second, assuming continuation, therighthand column shows the profit calculation for 1909.
The profit of $9,200 has, of course, been included in retained profits of the 31 December
1909 balance sheet column shown in Table 1. The revenue comprises the sale of 1,300
units, apparently on credit. A s a consequence of the sales, the firm has surrendered
inventory in exchange for ownershiprightsto $26,500. Under the monetary model the point
of sale when the ownership right to the n e w asset comes into existence, and when the
contract for sale has been executed by supply of the goods, is the time point at which the
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revenue should be recognised. The cost of the units sold has been treated as an expense at
the time of sale since once a particular unit is sold, the company no longer o w n s the asset,
and the service it provided to the company (part of the stock of goods for sale) is no longer
available to the firm. The cost of $13,300 corresponds to the cost of 1,300 units sold.
However, lurking behind this apparently straightforward cost of sales expense is the
allocation of cost which will be evaluated further w h e n the views of T h o m a s (1969 and
1974) are considered in the next chapter.

Depreciation, the only other expense shown in this simple example, is $4,000 per annum,
continuing the apparent straight line allocation of the cost over the assumed useful life of
20 years. Accommodation is a good example of an economic service which m a y be
expected to yield equal benefits over time, justifying straight line depreciation. The money
cost of the buildings less the monetary amount of any expected salvage value at the end of
its useful life provides the "net money cost" to be depreciated. O f course, in a particular
case a different spread of the services m a y be warranted.

Abstracting from depreciation, all the balance sheet amounts at 31 December 1909, with
exception of retained profits and accumulated depreciation, were based directly on
fundamental measurements, their value-in-exchange, or transactions. The amounts shown
for revenue and cost of sales expense in the 1909 "continuing entity" profit statement are
based on external transactions for which the monetary amount is clear. Apart from the
foregoing exceptions, the amounts shown in thefinancialstatements are united by an
extensive property referred to as their "monetary amount", that being shorthand for
ownershiprightsaccounted for through the owners' equity concepts of money capital and
monetary profit. Were the depreciation provision written back against retained profits, then
afigurelike Figure 1 A, page 200, could be constructed showing that the remaining amounts
for assets, liabilities and owners' equity were based on this extensive property. The
amended profit of $13,200 would remain a derived figure.

Some consequences of accepting this interpretation for the purpose of measuring money
capital and monetary profit are n o w discussed. First, as an interpretation of the D E C , the
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financial statements of the monetary model do not constitute "general purpose" financial
statements - they are designed to provided relevant information for two, recognised,
c o m m o n information needs and thus are specific purpose. Second, matching is not a
necessary concept: while profit is the difference between revenue and expenses, each of
these elements should be measured independently using derived rules which take into
account their different natures as inflows and outflows, changing assets and habilities. Third,
this micro-financial accounting model is not a surrogate for measurement of some notion
of economic income. Fourth, each dollar of cash flow, no matter w h e n incurred, counts as
one dollar. Thus, as explained in Chapter 3, neither compounding nor discounting have a
place in its measurements.

Concluding comments

Meaning has been infused into the general concepts and propositions of the double entry
calculus from the two recognised, c o m m o n information needs of money capital maintenance
and stewardship of the contributed m o n e y funds by the shareholders as beneficial owners.
In both cases the interpretation of propertyrightscentres on the money capital paid in by
the shareholders and the related concepts of assets and liabilities. Assets, under this
interpretation, are money,rightsto money and money expenditure. Liabilities are debts.
Changes in assets and liabilities, selected as the primitives of the D E C , are the formal means
for conferring meaning on the elements. Contracts are the ideal mechanism for their
interpretation simply because they are also the mechanism for changing property rights.

Contracts express the consideration for the contract as an amount of money. On execution
the contracts giveriseto transactions, and the m o n e y consideration provides the quantity
for recording the changes in the elements. Furthermore, the contracts written by the
company include those initial transactions with the shareholders as beneficial owners w h e n
the money capital was paid in. Hence the link to m o n e y capital, and to the legal concept of
money capital maintenance for the protection of therightof creditors to precedence over
shareholders in the settlement of their debts. Debts arise from contracts, completing the
circle, or cycle of relatedness, for m o n e y capital maintenance.
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A n overview of support from the law and economists w a s given in respect of the money
capital information need. The formal process for deriving the measurements using Postulate
No.3 was presented, with the Appendix showing a full elaboration. The clear intent of the
brief set of rules is to give life to the philosophy of the monetary model, so that the resulting
numbers measure the monetary interpretation of the elements. O n e of the implications of
basing capital maintenance on business continuity or going concern is that the measurements
reported will be unsuitable for "immediate liquidation" capital maintenance. However, even
if the rules are modified, future uncertainty means that immediate or continuous capital
maintenance could never be guaranteed.

Due to their critical roles in the monetary interpretation the concepts of realisation
recoverable amount were explained in some detail and briefly placed in an historical context
That the investment fable has appeared so regularly in the literature suggests an incongruity
of perceptions, resulting in irreconcilable points of view since they are based on a different
reality. View, for example, the "pelican's head" shown in Suppe (1977: 154) which can
also be seen as an antelope's (or rabbit's) head. The reality of the lines and a dot on the
page has not changed; just our perceptions. O f course, if w e were to see not only the "head"
but the full body, the reality would become m u c h clearer, particularly if the whole of the
relevant environment were disclosed. Perhaps what is lacking infinancialaccounting is that
the relevant environmental features have yet to be identified and a consensus reached on
them. Finally an example w a s presented in order to show the monetary model in the third
dimension - infigures- and to relate them to the symbols and concepts.

Contracts - the vehicle for changing property rights - provide the interpretation of t
that secures accounting information relevant to the two information needs of money capital
maintenance and stewardship of money funds. T h e monetary model isrightlycharacterised
as a number-of-dollars measurement system, which, while not anticipating profits, allows
periodic profit measurement to '"trim its sails" to the winds of future uncertainty to a limited
extent in respect of costs already incurred by reviewing the amount of asset costs likely to
be recovered.
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Appendix
Elaboration of Postulate 3. i) and ii)

The purpose of the elaboration is to provide a simple and clear explanation of the derive
relationships which, it is claimed, apply. It is not intended as a full discussion of the related
issues. The analysis of the primitives is split into t w o stages, thefirstdealing with the asset
and hability changes directly related to changes in shareholders' capital, while the second
considers asset and hability changes related to profit measurement. It should be appreciated
that emphasising the changes in the elements brings contracts to centre stage. They are the
essence of changes in property rights.
i) a. The Corporations Law (of Australia) requires directors to report annually to
shareholders in general meeting, including presentation to the shareholders of
auditedfinancialstatements.
b. 1. The Corporations Law stipulates that dividends may only be paid from profits. This
is an important rule for the stability of the securities markets. (Other jurisdictions
have similar rules.)
b.2. The concept of stewardship under the monetary interpretation is based on the
accountability of directors to shareholders for the m o n e y funds entrusted to them,
and h o w those funds have been used to generate profits. Under this concept
directors are accountable for actual results achieved based on actual transactions,
albeit that m a n y of the transactions will be incomplete at the balance date
Shareholders require information not only for the purpose of assessing compliance
with this requirement but also for decisions about the election or re-election of
directors as well as their o w n investment decisions.
Money is the domestic currency.

ii) For a business entity the interpretation starts with property rights, which constitut
the qualitative, empirical property basic to the elements. Thus, ownership is crucial
to conferring meaning on the primitives of the system. For both the information
needs recognised (money capital maintenance and stewardship of m o n e y funds)
owners' equity comprises contributed m o n e y share capital and retained monetary
profits. For these purposes, money provides the relevant standard of value and unit
of account for measurement of m o n e y capital and monetary profit provided that it
continues to be accepted for the settlement of debts without the need for indexation.
Stage I Asset and liability changes directly related to owners' equity

While the prime purpose here is to demonstrate this interpretation of the primitive ele
the opportunity will also be taken to s h o w the full double entry equality assumed to apply
by Axiom 1.

Assume that the first transaction of a company is to raise $100,000 share capital, and th
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is the only transaction for the period, apart from a dividend paid, with the shareholders. The
company legally o w n s m o n e y of $100,000. A s it is the only transaction affecting share
capital for that period, $\t}!. is $100,000; and if the $100,000 were simply held in the form
of m o n e y until the end of the period it would be still be recorded at $100,000. This is
because the number of dollars held is the relevant measure, subject only to dollars being
accepted at their nominal value for the settlement of debts.
Definition Dl of the DEC can be used to write:
$Ai>c - SiA^c $A(1)C
which applied to the simple example gives $100,0000
=
$100,000
demonstrating how the meaning "flows" from the primitives to the related elements.
Under this interpretation, assets contributed by the owner-shareholders are recorded at
amount of the money received. The property right to the cash is held by the company and
it is, of course, the company whose contributed share capital is to be maintained. For assets
contributed by shareholders in a form other than cash, it is important for consistency with
the external transaction approach that they should be recorded at their "money equivalent",
their market value, on entry to the entity.

Share capital could be increased by issuing shares to a creditor in satisfaction of thei
Here the reduction in the liability and the increase in the share capital should be recorded at
the m o n e y amount of the debt discharged, thus giving specific meaning to the primitive,
$L(t)c. In a similar w a y to that shown above, the monetary interpretation flows to the pointof-time liabilities.

The formal declaration of a dividend gives rise to a debt to the shareholders, and a red
in the ownership interest of the shareholders by being charged to retained profits. Discharge
of this debt by w a y of a cash dividend represents a reduction in assets, so that normally the
element, $A(t)d, would be negative. W e r e the dividend credited to shareholders as a share
dividend, then the relevant amount of the cash dividend entitlement would be used to
increase their paid-up share capital, and not as a reduction in the asset, cash, by payment to
them. For dividends paid immediately following declaration, the payment or satisfaction of
the dividend could be charged directly to retained profits.
The following measurement rules are derived from the foregoing:
/. Transaction - receipt of cash contribution from shareholders
Record the asset at the amount of cash received from shareholders, crediting the
same amount to paid-up share capital.
2. Transaction - receipt of assets other than cash contributed by shareholders
Record the asset at the cash equivalent, the market value of the property
received by the company, and credit paid-up share capital.
3.
Transaction - discharge of liability by the issue of shares
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Record the reduction of the liability at the m o n e y amount of the debt
discharged, and credit paid-up share capital. (A similar rule would also cover
share dividends.)
4. Transaction - payment of a cash dividend to shareholders
Record the reduction in the asset at the amount of the dividend paid, reducing
the debt arising on declaration of the dividend, or otherwise retained profits, by
a similar amount.
Stage 2 Profit measurement

The profit theorem, equation (3) of the DEC, is derived utilising the primitive elements
definitions of the D E C . Those directly relevant are reproduced below with the $ sign added
to denote the monetary interpretation.
$P[t] = $R(t] - $E[t] (3)
$R(t] = $A(t)r + $L(t)r D6
$E[t] = $V + $L(t)e D7

It will be seen that the definiens, or defining terms, of D6 and D7 constitute the remai
primitive terms to be interpreted.

$A(t)r represents for a period the increases in assets resulting from sales of the compan
goods or services. Based on the centrality of propertyrights,there can be no increase in
assets without the firm receiving a legalrightto additional property. Initially, performance
of the contract for sale by supply of the goods or services is assumed. In the case of a cash
sale, the asset increase is represented by the cash received. The contract for a credit sale
gives legal title to a certain s u m of money, representing an increase in the asset 'accounts
receivable'. (See later under expenses for an adjustment should the full amount not be
collectible.) Both of these increases in assets arising from sales to external parties increase
shareholders' funds, designated as revenue to indicate their source as an increase in the
beneficial ownership interest of the shareholders from trading operations.

Turning to the interpretation of $L(t)_ the contract of sale involves the supply of goods
services. If the company could not supply the relevant goods or service then performance
of the contract is incomplete, and any funds received giveriseto a liability of the same
amount pending supply. Thus, receipt of an asset for the sale of goods or services for which
the contract has not been performed, constitutes a hability of that same amount, meaning
that the increase in the asset would be matched by an increase in a liability. Once the
contract is completed, the extinguishment of that liability givesriseto revenue of the same
amount as it n o w constitutes an increase in "free" assets accruing to the ownership interest
Measurement rules which follow from the above:
5. Transaction - receipt of cash in a performed contract of sale to an external entity
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Record the increase in the asset, crediting revenue.
6. Transaction - receipt of a right to cash in a performed sale to an external entity
Record the increase in the asset (accounts receivable), crediting revenue.
7. Transaction - receipt of cash or a right to cash in a contract of sale for which the
entity has not supplied the goods or services
Record the increase in the asset, and raise a liabihty to the customer of the same
amount.
8. Transaction - performance of the contract, for which consideration previously
received, by supply of the goods or services
Record the reduction in the liability to the customer, and credit revenue.

The simple rules for revenue recognition under the monetary model are derived from these
relationships. The rules are expressed differently because they emphasise revenue
recognition rather than the resulting increase in assets. Nevertheless, receipt of cash, or a
right to cash, in an external sales transaction is of the essence. Other transactions which do
not appear quite so clear cut can be analysed in a similar way. For example, a construction
contract m a y extend over several periods. However, normally the contract will incorporate
the right to receive payment at specified stages in the contract, givingriseto a claim to cash
at each stage which can be treated as revenue because of the ownership claim to it.
Interpreting expenses, $A(t)e represents the change in the money amount of assets for a
period defined as expenses. Normally, of course, the using up of assets givesriseto an
expense which reduces the shareholders' equity in the company. The consumption or using
up of assets is based on whether or not the economic services provided by the assets have
been used. Applying this principle, the measurement of expenses consumed in the same
period as the exchange transaction for their purchase is straight forward. Such expenses are
measured at the m o n e y amount of the fundamental transaction. For many expenses, like
salaries, wages, rent and interest, the amount paid m a y not correspond exactly to the
economic services utilised, requiring an adjustment to reflect both the full legal liability of
the assets orrightspurchased under contract, and the money cost of the services consumed.
Thus, a derived measurement or imputed transaction is derived from the original contract
in relation to the overall objective of periodic monetary profit measurement.
The same principle applies to the well known problem of the allocation over time as
expenses of the cost of assets benefitting more than one period. While the fundamental
transaction provides the amount for allocation, future uncertainty means that the allocations
to periods can be neither final nor certain. Nevertheless, the principle is clear: similarly to
other expenses, their cost should be allocated to periods on the basis of the economic
services consumed. The justification for the allocation of the costs of long lived assets over
current and future periods also rests on the assumption that the company will continue
trading profitably over the expected economic life of those assets. W e r e the directors not
confident of continuity, then they should choose a liquidation model.
Moreover, a second order principle applies to all depreciable or wasting assets. Given
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the objective of the company is to maximise profit, interpreted here as monetary profit, no
asset should be shown in thefinancialstatements at an amount exceeding its cash generating
capacity, either from its sale for trading stock or from its continued use and/or sale for fixed
assets. Potential sales revenue represents the future economic benefit from trading
inventories. Hence to show an inventory item at an amount in excess of that future
economic benefit overstates its expected cash generating capacity. A s an expected loss the
excess should be written off so as to show the asset at the recoverable amount, with
shareholders' funds being reduced accordingly. Applying this principle to depreciable fixed
assets like plant and equipment means that any excess of cost, or written d o w n cost, over
recoverable amount should be written off as an expense. The reduction to the amount
recoverable represents a reduction in the amount of the ownership interest in the asset.

Furthermore, this second order principle also extends to monetary assets other than cas
Where the amount of money expected to be realised from monetary assets falls below the
amount at which they are recorded they too should be reduced to their cash equivalent, with
the excess over expected cash generating capacity shown as a expense reducing the amount
of the ownership interest.

A final type of expense is one which, like rates or taxes, represent a levy on the comp
by a government agency with the appropriate authority to impose and to collect the charge
The distinguishing feature of many of these rates or taxes is that they do not confer any
direct economic benefits on the company. W h e r e the charge is levied for a specific time
period, then it should be treated as an expense over that particular period. O f course, where
the charge is levied on the basis of the use of utilities like gas, power or water, then the
related expense should be calculated from the usage of those economic services. Income
taxes imposed by the state which do not confer any direct economic benefits should be
treated as an expense of the income period for which they are assessed.
Examples of measurement rules which follow from the above:
9. Transaction - payment of wages in cash during the period
Record the reduction in the asset, debiting wages expense.
10. Imputed transaction - accrual of wages consumed but unpaid
Record the increase in the liability, debiting wages expense.
11. Imputed transaction - allocation of the cost of a depreciable asset
Record the allocation of the relevant proportion of the cost to the period as a
reduction in the asset (contra account), debiting depreciation expense.
12. Imputed transaction - write down to recoverable amount of accounts receivable
Record the reduction in the asset (or contra account), debiting bad or doubtful
debts expense as is appropriate.
13. Transaction - payment of taxes assessed on income of a particidar period
Record the reduction in the asset, bank, debiting income tax expense
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Chapter 7

T h o m a s on allocations

Introduction

This chapter commences the process of historical review by analysing the arguments of
Thomas (1969 and 1974) that all allocations infinancialaccounting are essentially arbitrary,
and should be rejected. Their incorrigibility means that they are incapable of being
defended. The analysis is carried out within the framework provided by the monetary model
His criticisms of conventional accounting contained in the 1969 study, published by the
American Accourrting Association ( A A A ) as Study in Accounting Research N o . 3 (SAR3),
failed to gain general acceptance with either practitioners or the academic community
Convinced of the soundness of his arguments, T h o m a s (1974) attempted to win over his
critics and replied with a further research study, again published under the auspices of the
A A A . This study, S A R 9 , was commissioned by Robert Sterling, Director of Research, to
w h o m T h o m a s (1974: vii) acknowledged his intellectual debt.

Additivity, unambiguity and defensibility were three criteria proposed by Thomas (1969)
for judging whether allocations were theoretically justified. Additivity, a fundamental
quality incorporated into the theorems of measurement theory, is obviously applicable to
accounting measurement. The concepts of fundamental and derived measurement are used
in the analysis. In S A R 3 the other two criteria tended to be combined. Defensibility
requires the "defender" to provide a conclusive argument for the choice of method, and then
to defend it against all possible alternatives. S A R 9 clarified this criterion by distinguishing
the purpose of the allocation from the method or algorithm designed to implement it. Both
the purpose and method should satisfy the criteria. Defensibility w a s one of three
characteristics that Ijiri (1975: 4) used for evaluating researchfindings,noting that the
method of defence "may vary from logical proofs to empirical verification", and that
"reproducibility of researchfindings"w a s also important. Both the logical and empirical
aspects mentioned by Ijiri are addressed.
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Thomas (1974: 5) believed that, whatever the objectives specified, one of three
unsatisfactory "situations" would result. T h e third read:
3. The objective is legitimate and leads to an unambiguous choice of algorithm, but
it can be shown that this objective would be even better served by not allocating at
all.
Thus, even if an objective and method were accepted as legitimate, T h o m a s (1974, 5) w a s
still able to conclude that "no legitimate purpose forfinancialaccounting that has been
advanced to date is furthered by allocations". This conclusion was sufficiently broad to
include not only the conventional accounting model exemplified in the writings of Gilman
(1939), Paton and Littleton (1940), M a y (1943) and de Paula (1948), for example, but also
the several "cost based" models since proposed as alternatives. These models can be
distinguished on the basis of their different interpretations of the concepts of profit and
capital maintenance. Moreover, w h e n coupled with his narrow interpretation of arbitrary,
the three criteria enabled T h o m a s to reject all alternatives.

In spite of the lapse of time Thomas's (1969 and 1974) arguments do not appear to have
been effectively answered, and are still acknowledged as an impediment to progress in
accounting theory (Cushing, 1989), although Willett (1991) indicated h o w the problem
could be overcome with his statistical activity cost theory employing probabilities. Skinner
(1979) believed that T h o m a s overstated the case against allocation of depreciable assets
Salvary (1992: 250) argued that, as in his theory the depreciation charge emerges
simultaneously with the calculation of recoverable cost using market simulation, the
calculation "transcends the objections raised by T h o m a s (1969)". Lane and Willett (1997)
used a probability modelling approach to demonstrate that the depreciation calculation need
not be viewed as incorrigible. Nevertheless, the F A S B (1999: F A S N o . 195-A, paragraph
71) stated that "[t]he selection of a particular allocation method and the underlying
assumptions always involve a degree of arbitrariness. A s a result, no allocation method can
be demonstrated to be superior to others in all circumstances"1, perhaps indicating the
continuing pervasiveness of his views.

i

The connection between the sweeping conclusion of the second sentence, and the premise of the first, does
not appear at all clear. A n d does that mean, that a particular method accepted as appropriate in certain
circumstances, is invalid because it is not applicable "in all circumstances"?
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Furthermore, an unclear ontological position, oscillating between the reality of "the firm's
revenues, costs or cash flows" ( S A R 9 : 2) on the one hand and the so called "real world"
(SAR9: 6) on the other, increases the difficulty in evaluating his views. References to the
real world apparently refer to the "economic phenomena offirms"(SAR9:156). Presumably
Sterling (1970) (see S A R 9 : 2) is being followed. However, earlier Sterling (1967) had
appeared to favour a physical interpretation of accounting reahty. Thus, T h o m a s m a y have
intended references to the "real world" to preclude reliance on neoclassical theory of the
firm and Hicksian individual income due to the assumptions of perfect competition.

Selected criticisms are answered. The debate is placed in a broader context, first, by
clarifying h o w the arbitrary criterion should be applied. Second, by demonstrating that the
allocation problem is part and parcel of future uncertainty - a problem the balance sheet of
every model has to face. H o w measurement theory can contribute to resolution of the
problem is outlined. Future uncertainty focuses attention on the question of time, including
the relevance of the annual time period, the different types of uncertainties and the nature
of the reality being considered. O f course, in the long run allocations are irrelevant, but that
is of little solace to shareholders requiring annual financial statements as an important source
of information for their investment decisions. Third, the role of purpose (the specific,
c o m m o n purpose or information need) infinancialaccounting is examined. In two points
of agreement with Thomas, the weakness of the general purpose view and of the matching
concept are highlighted. Fourth, allocation of the cost of depreciable assets is evaluated
within the context outlined, followed by allocations in respect of revenue and inventories.
The claim that all allocations regress to the net-revenue-contributions approach is then
examined. Concluding comments draw together the results of the analysis.

A reasonable interpretation of "arbitrary"

Eckel (1976, 770) proposed that Thomas's strong form of "arbitrary" should be
distinguished from the term's ordinary usage. In this Eckel would appear to have the
support of Devine (1985, V.I, 102) w h o noted that if "such allocations [made in financial
statements] are arbitrary in the strict sense of being meaningless and completely without
purpose, with no constraints whatever on the allocator, then there is not m u c h left of this
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part of the profession. Certainly accountants have some purpose for doing the things they
in fact do." Later, he warned against the tyranny of the word arbitrary, noting that "some
members of the profession continue to hurl the word at traditional positions as if it were
some atomic-like weapon of destruction" (Devine, 1985/V.5, 79). N o doubt all would wish
to avoid such an emotive use of the word. This raises the question of what is a reasonable
interpretation.

The Concise Oxford Dictionary (COD, 1990: 55) defines arbitrary as "1 based on or derived
from uninformed opinion or random choice; capricious. 2 despotic." Possibly there are
accountants and managers w h o would allocate costs and revenues in this arbitrary kind of
way from time to time. However, w e are not discussing allocations m a d e from an ulterior
motive, or decided randomly. Allocations m a d e in good faith for a specific accounting
model, in accordance with that model's objectives, are the objects of concern In order to
clarify that measurement, rather than allocation, was involved in the depreciation calculation,
Warrell (1989: 175) proposed that the concept of "allocation of cost" should be replaced
by the broader concept of depreciation as "the consumption of part of the limited stock of
asset services. .". H e wished to base the depreciation charge on clear principles. Moreover,
by arguing that "because there is no conclusive w a y to choose one method in preference to
all others, except arbitrarily"(italics added), suggests that T h o m a s (1974: 2) was aware of
the need for a principled approach.

Hence, provided that the choice of allocation method is based on clear principles in rel
to the objective of the measurement, the resulting measurements will not be regarded as
arbitrary simply because they are not certain or final measurements. This seems a reasonable
approach w h e n the objects of allocations are m o n e y sums or costs, the economic services
of which have not all been used and thus leading to their description as incomplete
transactions. Future uncertainty means that the resulting measurements cannot befinalor
certain. But lack of certainty in measurement should not be confused with lack of
conceptual clarity; the latter is vital (Robbins, 1937 and Larson, 1969 quoted in Chapter 3)

The formal, conceptual relationships of the elements of the double entry calculus have b
specified exactly within that framework, and each specific interpretation should include
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detailed rules for measurement of the relevant concepts of profit and capital maintenance
The application of these rules utilises the fundamental measurements provided by exchange
transactions, and, in the case of incomplete transactions, derived measurements for
allocating the relevant concept of cost on the basis of expected use of services. Thus,
provided the allocations are properly derived from these principles, and provided that they
measure the amount they purport to measure, they should not be regarded as arbitrary.
Such an approach should enable the actual method being employed, and the resulting
allocations to be verified in the manner outlined by Ijiri (1975). However, as already
indicated, future uncertainty looms large over this whole process.

Future uncertainty

According to Robbins (1937) the first postulate of economics is that the future is uncer
Thomas (1974: 6) claimed that the "problems examined ... are theoretical ones that arise
independently of conventional questions of data reliability and uncertainty", although he
later conceded that no approach can eliminate uncertainty (SAR9: 98). T o be able to
abstract from uncertainty sits rather oddly with his criticism of allocations as lacking
empirical testability. If the future were completely certain, all that could be k n o w n would
be known as a matter of certainty; as a consequence the need for empirical testability would
be irrelevant. It is usually assumed that, were future outcomes k n o w n with certainty, the
appropriate pattern of cost allocation would likewise be known. However, even under
conditions of certainty, it is arguable whether "full knowledge" would extend to all possible
relations and outcomes.

Amplifying this last point, consider the division of joint costs of services of assets w
used a m o n g several products produced in a particular period. There m a y be no exact
partitioning of the cost of the services consumed by each product that is capable of being
ascertained, even under conditions of certainty. T o suggest that there is, or that there ought
to be, one and only one pattern of allocations of which there would be full knowledge in a
state of certain outcomes, appears to be based on the presupposition that a physical basis
exists between the outputs provided by a particular asset and the costs of its inputs. Even
in this single period case involving several productive assets whose services were entirely
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consumed in the completed production of several outputs, a precise relationship between
the costs of the inputs and the outputs m a y never be known.

More generally, this joint cost problem arises most noticeably because of transactions wh
through the services they provide, benefit several periods in the earning of revenue. Future
uncertainty virtually precludes the possibility on purchase of stating the exact pattern of
consumption which would allocate the cost over time in accordance with the actual
consumption of services by applying the rules of the relevant model. The whole allocation
problem is, of course, more general than just cost allocation and extends to revenue
recognition under instalment or hire purchase sales contracts, and construction contracts
which extend over several years, for example.

However, it should be noted that the problems posed by uncertainty can be much more
crucial to the economic health offirms,and thus measurement infinancialstatements, than
those posed by allocations. Later the use of probabilities to allocate the cost of depreciable
assets is considered, and while probabilities and insurance can be used as an acceptable
response to foreseeablerisks,not allriskscan be handled in these ways. Risks which cannot
be foreseen cannot be modelled as "state variables" in the manner outlined by Debreu
(1959). Natural disasters,riots,wars and prolonged strikes provide examples ofrisksit is
not normally possible to insure against (Knight, 1921, Davidson, 1972; Roberts, 1979).

Uncertainty is, of course, located in the future; thus it is moving with us through time.
it is the future dimension of assets and liabilities which giveriseto measurement problems
in accounting at balance date; completed transactions from which all benefits have been
derived, or all obligations met, give no problems - they are recorded at their m o n e y cost or
selling price, the inflow or outflow as appropriate.

What reality is applicable, and an example

Thomas's position on reality has been briefly mentioned. On the one hand his references to
the "real world" and "economic phenomena" suggest an economic interpretation with an
underlying physical basis in services, and on the other his references to "thefirm'srevenues,
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costs or cash flows" suggest an interpretation m o r e attuned to accounting. The suggestion
that he m a y have been following Sterling (1967) in an economic interpretation based on the
economic services or benefits w a s dispelled to s o m e extent by the statement that:
... all attempts to defend allocations on the basis of an input's physical services must
ultimately be translated into defences based upon the input's impact on the firm's
revenues, costs and cash flows; ... Intuitively, this should be evident anyway: the
accounting model is constructed of revenues, costs and cash flows, rather than along
physical lines ( S A R 9 : 2).
This statement appears to be in accord with the monetary interpretation. However, it simply
changes the question to what is the qualitative reality - the property - underlying those
accounting concepts. A n d in spite of the above absolution, T h o m a s appears to invoke a
physical property in some of his arguments. T w o of these which appear later in the chapter
relate to the use of exit values and inventory costing. The concluding comments relate the
relevant comments.

As a result of considering the difficult questions arising from Mattessich's (1995) "onion
concept of reality" in Chapter 1, there appears to be little or no advantage to be gained in
labelling different kinds of reality, particularly w h e n an ordering or hierarchy is denoted by
the listing. However, for the purposes of this discussion, some distinctions are necessary,
the main one being between physical and social reality, perhaps matched by economic and
accounting reality. Economic reality is seen as going behind the transactions to the physical
goods and services traded or consumed. Accounting reality according to the monetary
interpretation of the D E C is based on ownershiprights,contracts which change ownership
rights, transactions arising from the contracts, and m o n e y in its functions for the settlement
of debts and as the unit of account. Economic reality is also based on these very things of
contracts and money (Keynes, 1930). Keynes also emphasised the role of m o n e y as a "subtle
device for lirtking the present to the future", and as a barometer of our reaction to
uncertainty (Davidson, 1972: 142). Time, and future uncertainty are related to this picture.
A n example is used to bring out these relationships, and to show that services of assets also
have a role.

Suppose two people form a partnership agreeing to split the profits in the ratio of 3/1 Th
rent premises for three years, spending $30,000 onfittings,with thefittingsreverting to the
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landlord along with the premises at the end of the three year period. The partnership
agreement provides for monetary profits to be calculated annually for the purpose of

distributions to the partners, and for adjusting their equity accounts. This is assumed t

a legitimate purpose for the preparation of financial statements disclosing the profits a

for distribution, the amount and form of assets less habilities, and the partners' interes

therein. The pertinent question is why should the three year venture in effect be broken u
into three annual years. Or, putting the question another way, why should the measurement

of profits not await liquidation of the venture? The latter would at least avoid allocati
cost of the fittings over the three year period for the measurement of annual profit.

These questions raise the function accounting serves in society. The first point to note
the annual time period is not a choice of accountants but rather of society; or, more

specifically in this case, the partners. Probably the choice of time period is also indir
influenced by requirements for annual assessment of income tax. More generally, Hatfield
(1924/1977: 9) explained the need for annual time periods in his inimitable style:
But man is strangely agricultural in his tradition, even though society has become
industrial. Time w a s w h e n the recurring cycle of the year w a s of immense
significance to him, for seed-time and harvest each came in connection with the
course of the earth around the sun. A n d m a n still thinks he must reckon results in
terms of the accidental period involved in such a circuit. W e demand to k n o w h o w
m u c h a concern makes in a year. W e must know, because the reciprocalrightsof
stockholders m a y be altogether changed depending on whether profit is to be
attributed to the month of December or to the following January. W e must k n o w in
order to satisfy the demand of the income- tax collector. A n d so accountants are
asked to perform the hopeless task of taking this economic continuum, of chopping
it up into arbitrary and meaningless lengths called a year, and apportioning to each
such year a proper part of the cost of a building which will last for fifty years, of a
machine which will be used for twenty years, of a blast furnace which will last ten,
and of a stock of coal bought in December which will all be consumed before spring
again appears.

So the need arises from the different ownership rights provided in the contract between th

parties, that is "the reciprocal rights of stockholders". While accepting the need for an

accounts, Hatfield nevertheless deplored the havoc wreaked on accounting for the individu

ventures. However, in serving society's needs the several ventures must perforce be broug

together to produce an overall result. So it is with the partnership, the partners requir
annual determination of profit in accordance with the contract between them, for the
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adjustment of their ownership rights in the net assets and for their consumption and
investment decisions. In addition, government requires them to submit annual returns of
income, including profits from the partnership, for the assessment of their hability to taxation.
Therefore, besides the social reality of the exchange transaction based on a contract, there
is the additional social reality of the contract between the owner-partners requiring an annual
accounting as well as the requirements of taxation law.

The need (a social reality) calling for an annual measurement of profit is in conflict wi
reality of future uncertainty, the implication of which is that the measurement of profit is
provisional - the fact that cost allocations to future periods cannot be tested until the
depreciable assets have been retired with the passing of time. H o w should this conflict be
resolved? D o provisionalfinancialstatements have the capacity to provide information
relevant to user needs? Clearly, society has given a positive answer to the second question
through the law in respect of companies. A s a service function, it seems that accounting
should respond to the demand forfinancialstatements, m u c h as it has done in the past,
accepting the limitations of the balance sheets of all models because of the assumptions
relating to the future which they incorporate.

The community through its parliament has confirmed the need for profit measurement,
including the allocation of costs over the period of economic benefit. For example, Article
71 of the model set of articles to the 1856 U K Joint Stock Companies Act provided:
Every Item of Expenditure fairly chargeable against the Year's Income shall be
brought into Account, so that a just Balance of Profit and Loss m a y be laid before
the Meeting; and in Cases where any Item of Expenditure which m a y in Fairness be
distributed over several Years has been incurred in any O n e Year the whole A m o u n t
of such Item shall be stated, with the addition of the Reasons w h y only a Portion of
such Expenditure is charged against the Income of the Year.
Similar rules are to be found in accounting standards throughout the western world; for
example, in Australia today A A S B 1021 Depreciation of Non-current assets providing for
the allocation of the "depreciable amount" of depreciable assets over their useful lives has
the force of law as an accounting standard. The principles for allocation to time periods are
returned to later in the chapter.
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The purpose, or information need

The objective of the measurement has featured strongly in the foregoing discussion
Identifying the purpose or objective of a service function like externalfinancialreporting is
vital to a satisfactory explanation of the measurements reported infinancialstatements. It
is noteworthy that T h o m a s (1974: 4) accepted that allocations for "single purpose" reports
could be justified, while rejecting their use in "general purpose" reports, a conclusion
supported. Contrary to his view, it will be shown that the appeal to purpose is relevant. The
weakness of the general purpose view, and the matching concept, are then considered.

Legal and economic reasons supporting capital maintenance as a legitimate purpose for
financial statements have already been outlined in Chapter 6, together with the argument that
the monetary model provides relevant information for that purpose. It should be appreciated
that capital maintenance is a specific, c o m m o n purpose attributable to shareholders as a class
The money capital maintenance purpose requires monetary profits to be measured annually
and reported to shareholders in order that they m a y consider the directors' recommendation,
if any, for declaration of a dividend. The shareholders need assurance that the dividend
recommended, or dividends paid, are sound from financial and legal perspectives. The
rationale is to ensure that dividend payments are not a fraud on creditors. Another example
of a specific information need is provided by the earlier example of the partnership, where
an annual measurement of profit for the partners' consumption decisions w a s required

The fatal weakness of general purpose reports rests precisely on their stated generality;
generality prohibiting a direct link to any information need.

The relevance of the

measurements reported to an information need or purpose is simply not able to be
demonstrated because of the assumed generality (Ryan, 1988). O f course, it would be open
to the advocates of the general purpose view to argue that the financial information provided
by a single interpretation of accounting concepts w a s relevant to specific information needs
c o m m o n to a range of users; or, in the case of multi-column reporting, that the several
interpretations could similarly be justified. But this has not happened, leaving the general
purpose approach divorced from particular information needs. Use of the multi-purpose
approach would confer the benefit of forcing discussion of the measurement base relevant
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to each of the assumed needs. Unfortunately, the general purpose approach is has no option
but to resort to an arbitrary choice of the concept of capital.

However, acknowledging that the arguments of SAR3 were not convincing, Thomas (1974)
revisited the issue of "purpose utility" in S A R 9 . H e concluded that allocations m a d e in
accordance with the provisions of a decision model of a particular reader of accounts could
be useful. Whether he would extend that prospect to a specific, c o m m o n purpose shared by
a class of users is not clear. There does not appear to be any difference of principle in
granting such an extension. Bearing in mind that professional bodies have endorsed the
general purpose approach and that an apparent consensus exists for its use, obtaining
agreement for an alternative approach m a y not be easy. Thus the requirement that the
"allocator must obtain agreement from others that this objective is an appropriate one for
financial accounting to serve" (Thomas, 1974: 4) seems unreasonable, particularly when
applied to competing measurement systems.

Both Thomas and Eckel accepted the central role played by the matching concept in
conventional general purpose accounts. Eckel (1976: 775) noted that " w e have a poorly
defined general purpose for reporting and also a poorly defined accounting-income surrogate
for economic income". Under the monetary model the objective in the performance report
is to measure periodic monetary profit, and this is achieved by measuring monetary revenue
for the period and deducting from it monetary expenses. Far from being a fundamental
concept based, according to Eckel (1976: 774), on "cause and effect relationships", matching
is no more than a convenient method.

Skinner (1979: 373) regarded "matching both

revenues and costs with time periods" a more accurate description. A n d time periods should
perhaps be replaced with the time points when assets and liabilities change. M a and Lambert
(1998: 149) point out that with conceptual frameworks defining revenue and expenses in
terms of assets and kabilities, matching has 'lost much of its theoretical appeal". Perhaps w e
are witnessing the twilight of the matching concept.

The concept of profit is the fundamental concept which determines the concepts of revenue
and expenses which are relevant. Equation (4) of the D E C , Chapter 5, demonstrates that
both revenue and expenses must be evidenced by changes in net assets. Changes in assets
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and liabilities are the primitives of the D E C , and thus are the source of all revenue and
expenses. It is claimed here that the concepts of m o n e y capital and monetary profit are
"consistent with the spirit" (Coombes and Martin, 1982: 5) of the traditional historical costbased accounting system. Monetary profit, of course, comprises (realised) monetary
revenues and monetary expenses ("expired" m o n e y costs). Both of these flows, the one
incoming and the other outgoing, have different rules for their measurement. The relevant
rules designed to apply the concepts of monetary revenue and monetary expenses are shown
in Chapter 6.

Allocation of the cost of depreciable assets

The motivation for allocations arises directly from the concept of profit being applied,
depends in turn on the particularrightsof ownership deemed relevant, whereas the object
of the allocation is the cost of the asset less any expected recovery on retirement. A s
explained in Chapter 2, derived measurements depend on, and take their meaning from, the
fundamental measurements, which are provided by exchange transactions

It w a s also

argued in Chapter 2 that service potential of a particular asset constitutes an intensive ratio
scale, and that as derived measurements this scale could be used to apportion the cost of the
service over its useful life. This can be justified by making use of the "logical or empirical"
laws established for fundamental measurement (Hempel, 1952; Kaplan, 1964). Thus, the
relevant concept of cost to be apportioned will depend on the particular model being applied,
for example, replacement cost in the case of current cost accounting. Hence, the logic of the
model's measurement rules applicable to the fundamental measurements is being applied to
the derived measurements, and this is sufficient justification within that context, although the
specific periodic allocations are not empirically testable.

On retirement of a depreciable asset, the net cost which should have been allocated will b
determined from the purchase exchange transaction and the proceeds of sale, if any. This
sum can be compared with the estimates used in calculating the net cost. Likewise, the
periodic allocations and the method used can be reviewed. Thus, the actual net cost can be
interpreted empirically over its total lifetime. A s derived measurements, whose authenticity
proceeds from the fundamental measurements, there is not the same need for the period by
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period allocations to be empirically testable. Nevertheless, there is an understandable
concern that allocations are m a d e using the best available evidence. The choice of the
allocation method can be tested, and is open to being refuted, at two points. First, on
retirement as discussed above w h e n the "whole of life" experience with the asset can be
assessed in the light of the initial assumptions. A n d second, using the k n o w n experience of
thefirmwith similar assets on purchase of the asset, or k n o w n experience of other firms with
like assets. Extending testability in this w a y to include the acquisition and disposal exchange
transactions for like assets for which records of their depreciation methods and use are
available could be an important means of improving allocations in the face of uncertainty

According to accepted principles of HCA, the costs of fixed assets should be allocated over
the period of economic usefulness. Service potential provides a rational w a y to do this, with
the cost being apportioned to accounting periods based on the service potential consumed
in each period. In a thorough review of depreciation accounting, described as "revaluation
technique", Canning (1929b: Chapters XTII and X I V ) explained five different methods, and
included in appendices tables showing the results of applying eight formulas to nine different
asset types based on c o m m o n assumptions for cost, residual value and asset life. H e clearly
preferred the "unit of service" method, claiming:
...of vast consequence ... [is] the introduction of a system of service measures in lieu
of a single arbitrary measure;
...superior book valuations, year's deductions from gross income and unit cost of
services, as compared with the straight line method; and
that under any general set of conditions in which the straight line method will give
correctfigures,the service unit formula will give identical results. But the latter will
give correct results throughout the use-life of some assets for which the former rule
will give wrong results - wrong, too, by indefinitely greater amounts (Canning,
1929b: 281-82, and Appendix A ) .
This conclusion follows from the given information summarised in his tables for different
asset types. For example, straight line deprecation yielded a service unit cost of $1.45 in the
first year as against $0.69 in year 10 for asset type A , whereas the service unit formula,
modified to provide for all direct outlay costs, resulted in a constant charge per unit of
service of $0,803 over the ten year period. A n example of a type A asset is a machine
bought in the knowledge that initially it is unlikely to be fully employed; nevertheless, it is
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the most economical w a y of obtaining the required capacity. With growth over time, the
capacity used expands. A s a consequence operating costs increase over its life. H e argued
that only when operating costs and services consumed each period were constant would the
straight line method give "correct" results. This w a s demonstrated algebraically in Appendix
B (Canning, 1929b: 261-68 and 353-56).

It is noteworthy that Canning (1929b: 296) saw no theoretical difficulty in valuing the
services of a machine at the discounted present value "of the whole schedule of anticipatory
outlays", although he regarded the selection of the discount factor, "some stipulated rate of
net income", as arbitrary. W h a t is remarkable for an economist is that this present value
calculation was based on the outlay costs, rather than on the expected net cash flows. These
he regarded as less susceptible to estimation than the outlay costs and services expected from
depreciable assets.

Canning (1929b: 308) suggested that for most constructed assets the "roots of the problem"
lay in machine specifications and machine design, and in structural specifications and design,
noting also that plant layout and equipment specifications "play no small part". Today the
management accountant uses cost drivers based on k n o w n relationships and the experience
of thefirmto help ensure that allocations are soundly based. Furthermore, the calculation
of services and their expiry can be supported through manufacturers' and engineering
specifications as well as experience with similar assets.

Depreciation rates for different clacses of assets could also be supported from the taxati
data base. Crumbley (1978) noted that in 1931 the U S Internal Revenue Service had
specified useful lives for 2,700 industrial assets, a number increased to 5,000 in 1942. O n e
of the advantages that Canning (1929b) claimed for using services for allocation w a s that it
avoided estimation of usefulfives,which are difficult to calculate and easy to manipulate.
Thus, although based on estimates, depreciation policy should be capable of being indirectly
tested for many classes of assets, and thus the policy should be able to be challenged. There
will, however, be some n e w assets for which this approach is not possible, and for which the
initial pattern of allocations cannot be verified until completion.
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Another of Canning's (1929b) contributions was the suggestion that "professionals working
at valuations" required a "better knowledge of mathematics, particularly of probability and
statistics". Ijiri and Kaplan (1969: 750) argued that the conventional depreciation allocation,
based on expected service life, could be improved by the use of probabilistic depreciation
which they regarded as "theoretically more accurate." It should be appreciated, however,
that while a statistical approach using probabilities m a y provide more accurate allocations
using existing knowledge, it will not be able to anticipate genuine uncertainty.

The benefits of a probabilistic statistical approach have been developed by several writer
However, in each case the approach adopted above of matching the periodic cost allocation
to the spread of the services consumed has been departed from significantly. Brief and O w e n
(1970) sought a means to estimate the long run rate of return from the k n o w n period return,
assuming knowledge of the former to be the objective. Lane and Willett (1997) argued that
depreciation calculated using a probabilistic stochastic model should improve the statistical
property of earnings as an estimator of long run cash flow. Hillier and M c C r a e (1998)
concluded from an application of this approach that systematically depreciating assets using
straight line or diminishing balance has the potential to smooth undepreciated earnings, but
that realisation of this potential depends on conditioning factors. These approaches clearly
involve a smoothing impact on profit. T h o m a s (1969) portrayed conventional depreciation
as matching the net-revenue-contribution, which would appear to have a similar smoothing
impact on measurement of periodic profit under H C A .

In another variation on the rate of return theme, the AARF (1998: 1) postulated as the idea
formulation of the conventional accounting model, depreciation which "enables the entity to
earn a constant after-tax rate of return on its investment in the asset". This method appears
similar to what Canning (1929b: 273) described as the sinking fund formula, noting that it
was "the one perhaps most widely used" after straight line, and suffering from similar
defects. A similar method is the so called annuity method which assumes the asset earns the
going rate of return, adjusting the depreciation expense accordingly (Warrell, 1989). So
there is no shortage of candidates for a logical method. N o n e of these latter interpretations
would utilise service potential. Each, it would seem, should be justified on whether or not,
or h o w well, it provides information relevant to its assumed objectives. Different objectives
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could result in different measurements.

Uncertainty is always present, and assumptions or plans m a y be changed. For example,
returning to the partnership planned for three years, assume that the success of the firm leads
the partners to negotiate a three year extension of their lease at the beginning of the third
year on payment of $24,000. Thefittingsof $30,000 have been depreciated to $20,000,
leaving $10,000 to be allocated plus the $24,000 extension fee. T h e partners believe that the
fittings will last until the end of the extended lease, and thus the $10,000 should n o w be
written off over four years. O n the other hand, suppose the firm did not do as well as
expected because demand had been substantially overestimated, and it was necessary to write
the fittings d o w n immediately to the recoverable amount of $8,000. Both of these "events"
demonstrate the impact of uncertain future events, in one case a change of the owners' plans,
on thefinancialstatements.

Uncertainty may also extend to management's plans for the use of an asset. Consider, for
example, the annual depreciation of $4,000 in respect of the buildings for the Dyer C o m p a n y
Ltd. H a d the firm retained the buildings for 20 years and then replaced them, the $4,000
annual expense would have been regarded as correct. In the event, management's intentions
changed and the firm w a s liquidated, giving rise to an amended figure of $2,500 for
depreciation expense {(80,000 - 65,000)/6}. It is not that the $4,000 was then wrong, but
rather that the assumptions on which it was based were not met. Instead of a net money cost
of $80,000 to allocate over 20 years as initially expected, an actual net cost of $15,000 was
allocated over six years. In each case, based on the assumed equal spread of services over
time, the net cost was allocated using the straight line method. The excess prior depreciation
recovered in 1909 is credited to profits, thereby ensuring that the total charge is adjusted to
the net money outlay.

Before concluding this part the alternatives to periodic cost allocation for measurement
periodic monetary profit are considered. "Not to allocate" does not appear to be an option
for profit measurement w h e n the operations include wasting assets. Hence the alternatives
appear to be to allocate the whole cost in thefirstperiod, or in the period of retirement
Each of these results would appear to produce a distortion in the measurement of profit for
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the period to which the whole cost w a s charged. For an asset expected to contribute to
production, and thence revenue for, say,fiveyears writing off the whole cost in the year
purchased means that the balance sheet would understate the assets along with the distortion
of profit; and writing off in the last year would have the opposite effect. Evidently choice
of either of these alternatives would be arbitrary, and the actual choice could be contrasted
unfavourably with the honest attempt to apportion the cost over time based on expected
services in accordance with the principles of the monetary model.

As to the method of allocation, the use of the market selling prices would provide an
alternative to cost. Provided a "ratchet-down" limitation w a s accepted, similarly to Salvary
(1992), so that the realisation concept w a s not violated w h e n market values exceeded cost,
this method could allocate the cost over its useful life. Would, however, the pattern of
allocation reflect the use of the asset's services? For general assets like motor vehicles, for
example, immediately the contract of purchase is executed the asset is likely to fall in market
value significantly - even before it is used. This means that thefirstperiods is likely to bear
a relatively higher proportion of the cost than would be the case were services used for the
allocation. For specialised equipment or highly specific assets for which there is no second
hand market a high probability exists that the asset would be written off in thefirstperiod
This w a s one of the criticisms of Chambers (1966). In a change of heart from S A R 3 ,
Thomas supported the use of exit values in S A R 9 (113) with the following claims:
1. Income statements refer to the real economic phenomena of firms only insofar as
these statements are allocation-free.
2. Allocation-free current-exit-value reports are feasible, whereas allocation-free
reports cannot be prepared. (Italics added.)
The foregoing analysis suggests, however, that cost allocation based on the principle of
allocating the cost according to the services consumed is more likely to result in expenses
reflecting the cost of the services used. In addition, the recoverable amount rule provides
some protection against overvalued assets.

The analysis of the logical and empirical properties of service potential considered one
interpretation of the double entry equation, namely H C A .

It is concluded that service

potential, as a derived measurement concept, is a useful concept for periodic monetary profit
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measurement. Although the allocation of the net cost m a y be improved by a statistical
approach, the intention of the monetary model is to apportion the cost so that it represents
faithfully the pattern of expected usage based on service potential. Other interpretations in
relation to other objectives are no doubt possible.

Allocation of inventory costs

An exchange between Eckel (1976) and Thomas (1978) regarding the allocation of the cost
of inventories provides an insight into Thomas's reasoning. Eckel had been so bold as to
propose that allocating inventories to periods using specific identification might not be
arbitrary, arguing that the amount of the cost w a s not a function of the amount of the
revenue contributed by the item, thus cutting the allocation loose from the net-revenuecontribution approach. T h o m a s (1978: 267) replied to Eckel's proposal by identifying
"underlying assumptions", and then claiming that "interaction ambiguities" would bedevil the
analysis based on them. Assumption (b), selected for evaluation here, read:
(b) that a unit makes no contribution, positive or negative, either prior or subsequent
to its disposition - that it just passes through the firm - so that its impact is confined
to the m o m e n t of sale.
Thus, T h o m a s w a s in effect claiming that the above assumption was needed to justify not
allocating any revenue or expenses in respect of the inventory unit held. O f course, the
assumption cannot be sustained. Like all other assets, inventories are bought for the
contribution they can m a k e in the revenue generating process. This is not in question
Inventories spend time in the store, on shelves, being stacked and handled all of which will
incur costs. Measuring profit, though, does not require an assumption providing for all of
these physical relationships, which is not to deny their significance for other purposes

Thomas seems to have in mind an economic model in which physical flows play a prominent
part; with physical quantities providing the fundamental measurements, and where the search
to justify any allocations using services leads to "endless regress" (1969; 28). H e claims, for
example, that to answer the question "why should each unit of inventory bear the same
proportion of the invoice cost?" calls for a further assumption, which can then be questioned,
and so on. And, it might be asked, where does he envisage his endless regress ending? The
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"endless regress" appears to arise only if one is seeking a physical justification for the
allocation in respect of incomplete transactions.

In the case of the sale of an inventory item, it is precisely when the sales contract is
and executed that the property right of ownership in it is transferred to the purchaser, the
firm receiving either cash or arightto a claim to cash in return for the inventory item sold.
The sales transaction evidencing the changed property rights is the fundamental
measurement. A n d supposing that the inventory item w a s purchased by itself, then specific
identification of the item sold with its invoice cost would clearly identify the cost of what had
been sold. Thus, for measurement of monetary profit, the exchange transaction identifies the
cost of sales expense. This is not to deny a range of other costs to which the inventory m a y
have contributed, each of which should be accounted for in the normal way. Even in such
a clear cut case, T h o m a s would no doubt argue that the invoice cost m a y need adjustment
for greater or less time spent in store, or for other reasons.

Further, suppose that the inventory item sold was one often purchased together, and that
the other nine remained on hand at period end. Using the approach previously outlined for
derived measurement, and accepting that the exchange transaction for the ten purchased is
the fundamental measurement, the ten units purchased constitute an intensive ratio scale.
This scale can be used to allocate the cost over the ten units. Should the net realisable value
( N R V ) of the nine held, or any of them, have fallen below cost for any reason, then the cost
in excess of N R V should be written off as an expense in accordance with the rules of the
monetary model. Such an approach seems reasonable to implement the objective of the
measurement; namely, to calculate the cost of the asset sold.

Generally speaking, the claimed "gordian knot" of "endless regress" can be cut by
recognising that the services, in the above case those provided by inventories, are derived
measurements, with the fundamental measurements providing the parameters. Regress
begins and ends with the fundamental measurements following the application of the rules
of the relevant model.
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Allocation of revenue, and the net-revenue-contribution ( N R C ) approach

Thomas (1969: 96) claimed that "all conventional revenue recognition methods involve
allocations of revenues - usually to a single point in the earning process. ... A s is widely
recognised, the earning of revenue is a continuous process ..." However, his argument
appears to be based on a confusion of recognition with earning. Once revenue has been
recognised, that is, it exists, management can view it in a variety of ways, including its
attribution to the functions which gaveriseto it. But simply because some of these functions
in the earning process have been performed, does not signify that some revenue has been
earned and should be recognised. C o o m b e s and Martin (1982: 8) noted nine points in the
earning cycle, stating that "'earned' or 'accomplished' appears to defy definition, and, in fact,
revenue may be 'earned' continuously from point 1, the m o m e n t of conception of an idea"
Bell and Johnson (1979) did not see that the "allocation of revenues between periods offers
any substantial difficulties".

The point of recognition under the monetary model is clearly when goods or services have
been sold for money, or a right to money, in a transaction with an external party and the
contract has been performed. This is the precise point under the legal system that the rights
of ownership change, thereby qualifying for recognition in owners' equity

Another of Thomas's claims is that all approaches to allocation ultimately regress to the
N R C approach. That is, costs are allocated in proportion to the net revenue to which they
contribute. Estimating future net i avenues would appear to be a more difficult task than
estimating the spread of services (Canning, 1929b: 208). In addition, the assumption that
the services provided are proportional to the net revenue is questionable. Costs, for
example, m a y be incurred without any corresponding revenue. Moreover, by in effect
"matching the costs with revenues", allocation in this w a y would appear to be a form of
income smoothing. Only under fairly restrictive assumptions could it be expected that the
contribution provided by the services would "match" the N R C , particularly in the short term
of a single period. Allocation of the cost under the monetary model according to the
expected use of services is more direct, and identifies the relevant causal factor. T o be sure,
application of the recoverable amount rule requires the future net cash flows attributable to
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the use of the asset to be estimated as well as its N R V , but this is a secondary measure best
regarded as a signal (Salvary, 1992); that is, signalling the need to write d o w n the net cost
under certain conditions.

Neither of these latter calculations include discounting, whereas Thomas (1969: 18-22) un
the N R C approach calculates depreciation after allowing for the implicit average rate of
return on the investment represented by the asset.

Later, under the heading of

"unconventional approaches to income determination" (1969: 86) he suggests "it could be
argued thatfinancialaccounting needs a method which permits the best prediction in an
acceptable investors' model", requiringfinancialstatements to report a constant rate of
return over time. It is not clear h o w this "constant rate of return" would be accommodated
in an investor's decision model. Presumably risk would be an important element in such a
model. If so, rather than masking therisksassociated with variability caused by competitive
actions, economic cycles and the like, investors should be given the k n o w n information and
left to make their o w n predictions and assessment ofrisk,which will of course vary between
them. Moreover, the so called average rate of return is only knowable on termination of the
relevant venture.

Clearly such a report would be outside the parameters of the monetary model, which seeks
to measure monetary profit to reflect as much as possible the actual cash flows, or allocations
of them using their expected services, for a particular period.

Concluding comments

Adopting a reasonable interpretation of arbitrary enables allocations to be explained on
basis of principle. A n d provided the principles selected are in accordance with the objective
of the particular measurement system, then they should be acceptable. In the case of
allocation of the cost of depreciable assets both the principles and methods selected should
be reviewed on retirement of the assets. The need for conceptual clarity or exactness - vital
to a sound theory - w a s distinguished from exactness in measurement. Although accurate
measurement of the depreciation expense is virtually impossible in conditions of uncertainty
for incomplete transactions, manufacturers' specifications and experience from the use of
231

similar assets m a y enable the pattern of consumption to be confirmed.

Future uncertainty was identified as the real cause of allocations being no more than
estimates - albeit estimates for a required purpose. However, assuming that exchange
transactions provided the fundamental measurements, the concept of derived measurement
was drawn o n from measurement theory to justify the use of allocations. Service potential
was accepted as providing an intensive ratio scale in respect of a depreciable asset, enabling
the periodic cost allocations to be allocated according to the services used. For this purpose,
the actual allocations were treated as derived measurements. It w a s concluded that, if
allocations are measured in accordance with the principles of the relevant model they should
be logically sound. Although not subject to the need for full empirical testability as derived
measurements, nevertheless, the allocation policy could be checked against manufacturers'
specifications and the experience in use of similar assets

The purpose or information need is relevant for selection of the model to be applied. A
simple example demonstrated the necessity for cost allocation for measurement of periodic
monetary profit in respect of a partnership. Alternatives to periodic allocation of writing
off (allocating) the full cost immediately following purchase, or on the asset's retirement,
were quickly discarded. F r o m a brief analysis it appeared that the use of market selling
prices as an alternative to cost allocation w a s unlikely to yield cost allocations with an
improved match to the services consumed.

In this connection Thomas (1974: 113) appeared to treat exit market values as part of the
"real economic phenomena offirms",thereby flagging a different underlying reality to the
"revenues, costs and cash flows" he had earlier identified. His discussion in S A R 3 of the
allocation of costs associated with the flow of inventories appeared to assume the relevance
of physical flows. Both of these concepts are in contrast to the reality of propertyrightsand
contracts, together with transaction denoted in m o n e y derived from them, basic to the
monetary interpretation. It should be appreciated that, although services were used in cost
allocations, the allocations are in the context of this framework which treats the apportioned
costs as derived measurements. The services are thus used indirectly, similarly for example,
to net realisable value in the calculation of recoverable amount.
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Chapter 8

Historical review to assess support for the monetary concepts
in the United K i n g d o m

Introduction

In this chapter the historical and institutional development of company financial rep
in the United Kingdom is reviewed for the primary purpose of evaluating support for
measurement of periodic profit using historical cost, as explained in the monetary model.
The time period to be covered is from the advent of the industrial revolution to about the
time Britain entered the European Union. Developments in company law, commencing with
the 1844 Joint Stock Companies Act, are at the heart of the analysis and extend to the
enactment of recommendations on company accounts of the 1962 Jenkins Committee The
regular reviews of the company law carried out by a select committee, the parliamentary
debates on the report and any consequential legislation provide prime sources of information
for m y enquiry. Moreover, submissions are usually provided by business and other groups
with an interest in company law. A further helpful English institution is to consolidate
changes into a new, single act shortly after the passing of an amending act.

The committees of company law amendment are usually referred to by the name of the
chairman and the year of the report. Edwards (1989: Chapter 16) provides an overview of
the reports of the 1844 Gladstone Committee, the 1896 Davey Committee, the 1906
Loreburn Committee, the 1918 Wrenbury Committee, the 1926 Greene Committee, the
1945 Cohen Committee and the 1962 Jenkins Committee. The latter two committees are
the most important for m y analysis because they go beyond issues of disclosure and consider
accounting measurement. The relevant law, reports and extracts from the minutes of
evidence to the committees have been m a d e available by Edwards (1980, 1986). The
publication of reprints of many of the classics of accounting history and development,
together with contributions not previously available, has facilitated access to important
source materials.
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The chapter is organised as follows. First, to place developments in context, the business
environment or scene about 1840 is sketched to give some background to the Joint Stock
Companies Act of 1844. C o m p a n y law, including the main acts relating to railways, to
implementation of the recommendations of the 1962 Jenkins Committee, is then surveyed.
Changes in the company law reflected the reforms taking place in matters of account
Stepping back in time, the contributions of two early textbook writers, Pixley (1881) and
Dicksee (1892) are assessed for their understanding of what is being measured in financial
statements. This leads to consideration of dividend case law which in 1889 changed the
rules on profits available for dividend, and created a favourable climate for directors to
manipulate profits by the use of secret reserves. A major case resulting in a lord of the
realm being imprisoned changed this situation, and lead to the intervention of the accounting
profession. In this connection the evidence presented to, and the recommendations of the
1945 Cohen Committee and the 1962 Jenkins Committee, are central to m y enquiry.
Concluding comments bring together the various threads.

The scene in the United Kingdom to about 1840, prior to the advent of the joint stock
company

In briefly sketching this scene, my purpose is to provide an overview of the state of
accounting practice prior to the general availability of the joint stock company. The form
of economic organisation of countries of the western world is largely capitalistic. Capitalism
means the private ownership of the means of production for profit. While it is not necessary
to trace the emergence of capitalism out of the tremendous changes wrought on the
medieval world by the Renaissance, especially changes in attitudes, such as subsistence, just
price and usury, double entry bookkeeping emerged as the mechanism by which profit or
the operating results of enterprises could be measured. The development from venture
accounting and partnerships to the joint stock company with limited hability, and the
problems encountered are outlined.

Accounting for completed ventures in the period when double entry bookkeeping first
emerged would have been relatively simple. For example, de Roover (1956: 117) mentions
that "inventory valuation did not constitute a problem" for medieval merchants as it was
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their custom to open a separate account for each consignment, with the account simply
being kept open until all the stock w a s sold. M a n y of the early partnerships did not record
thefixedassets and the corresponding capital in the accounts. Thus, the assets remaining
for distribution on liquidation, usually only comprising m o n e y and merchandise, could
simply be distributed to partners in the profit sharing ratio. In such a case no problems of
asset valuation would arise.

Yamey (1962a: 32) gained the impression from his examination of the early textbooks and
10 sets of partnership accounts that although "balancing" yielded a summary profit and loss
account and a balance sheet, the technique served narrow bookkeeping purposes. H e thus
concluded that preparation offinancialstatements was not a prime objective prior to the
introduction of the joint stock company. Balance sheets were frequently drawn up only
when the need arose, for example, because the books were full or because of a change in the
composition of the partnership. Lack of a clear distinction between accounting for
continuing partnership entities, and accounting for those which, in effect, were being
liquidated although the business continued, would further confuse a none too clear picture

This situation arises when there is a change in the composition of the legal entity - the
partnership - by the admission of a n e w partner or withdrawal of an existing one. Strictly
speaking, the books for the old partnership should be closed and a n e w set opened for the
new entity. A n d for the "new" and "old" entity alike, assets should be recorded at their
market values in order to properly measure the interests of the respective partners on the
termination of one entity, and the formation of a n e w one. Thus measurement at current
market values in these circumstances would be in accordance with the monetary model.
However, a continuing partnership entity employing the monetary concepts should show
fixed assets in the balance sheet at cost less depreciation. Therefore, depending on the
circumstances, a partnership balance sheet utilising market valuation could be consistent
with the monetary concepts. But the actual circumstances of the partnership would need
to be k n o w n before drawing a conclusion.

Be that as it may, it is clear that in this early period there was no consistent treatmen
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asset measurement. Y a m e y (1959) found no consistent policy from his examination of the
double entry ledgers of six individuals and one partnership ranging from 1665 to 1774. The
three methods employed were cost, arithmetical balancing, and revaluation. Different
methods were applied to the same asset at different dates.

The step from accounting for completed ventures to a continuing enterprise in which the
capital is retained can be explained by reference to the experience of the East India
Company. Keynes related the story of h o w Queen Elizabeth was a considerable shareholder
in the syndicate whichfinancedDrake's expedition, and from her share she repaid the whole
of England's foreign debt, balanced her budget, and invested the remaining 9*40,000 in the
Levant Company. Out of the profits of the Levant C o m p a n y the East India C o m p a n y was
established, and the profits of this great enterprise were the foundation of England's
subsequent foreign investment. Keynes apparently dated the beginning of the modern age
with the sixteenth century accumulation of capital. The Spanish treasures pirated by Drake
provided the beginning capital for British foreign investment (as reported by Littleton, 1933:
209).

From 1600 to 1657 the East India Company operated a system of terminable joint stocks.
Early within this period, from 1600 to 1617, there were 113 distinct voyages with its o w n
subscribed capital. O n termination of the voyage, the assets were divided. This became
cumbersome with unliquidated balances, or "remains". In 1613 the capital was subscribed
for four years, with one-quarter to be subscribed each year for the outfitting of ships, at that
time the "remains" from five outstanding voyages were taken over. In 1657 the company
secured a n e w charter which provided for the stock to be valued at the end of seven years,
and thereafter every three years. At these times shareholders could dispose of their interest
or be replaced. Four years later the governor of the company stated that future distributions
would consist of the profits earned (dividends) and not the previous divisions. "Thus
another great forward step w a s taken in arranging the conditions under which modern
corporations operate and modern accounting assumes one of its greatest responsibilities",
concluded (Littleton, 1933: 211). Earlier he had stated that the "central accounting issue
in a corporation concerns the amount of profit available for dividend" (206).
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It is well k n o w n that following fraud and investment excesses the so called Bubble Act of
1719 virtually eliminated the general availability of the joint stock company until the Act was
repealed in 1825. DuBois (1938: 438) concluded a review of the English business company
after the Bubble Act by stating that
the profit-making motive ... in the history of joint stock enterprise reveals the not
unexpected conclusion that self-interest on the economic plane is far from
enlightened. Moreover, the individual lawyer of the period in his private practice
with business companies showed no greater awareness of public responsibility than
did his clients. Therefore, to the extent that the Bubble Act prevented the early
introduction in England of a carefully planned system for the regulation by
government control of joint stock business organization, which would have
restrained the more extreme enthusiasm for experimentation on the part of business
m e n and their counsel, it had an unfortunate influence.
H e also described as a "distinct loss" the lost possibilities of "intelligent control" by C r o w n
law officers with responsibility for supervising the terms of charters, perhaps indicating an
overly optimistic view of the outcome of regulation. However, such officers with sufficient
authority m a y have been able to prevent the worst of the excesses which gaveriseto the
Bubble Act.

The extent to which the Bubble Act restrained business behaviour is difficult to judge.
Certainly it put an immediate stop to thefrenzyin speculation. Although its provisions were
ambiguous, the extreme penalty of confiscation of all property by the King, and being
thrown into prison, struck terror into m a n y (DuBois, 1938). However, once the initial
shock had passed, the uriincorporated business corporation continued. Rarely did they c o m e
into contact with Parliament or the Courts. According to DuBois (1938: 438) "[c]he
average company was permitted to proceed placidly on its unregulated way". Perhaps not
always placidly, though. T h e large unincorporated partnership trading as a company was
a difficult creature to deal with at law. All the partners had to be listed and served with
notice, and this difficulty was not generally overcome by the appointment of trustees to hold
property and to act for the members. However, contracting with limited liability m a y have
diminished the need for litigation. Thus the main purpose of the 1844 Act w a s to regulate
the unincorporated companies.

A final point to note from DuBois (1938: 435-36) in respect of this early period is a
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difference in philosophy or approach of the English lawyer in contrast with "his continental
brethren". There were no attempts at generalisation out of all the eighteenth century
experimentation, and although this "muddling through", as it were, "had its price in terms
of clarity and consistency, but at least it can be said that the business company and
corporation in England in 1800 were, in the light of their long history, surprisingly free from
the yoke of the conceptualists". This aspect had its effect on the w a y business law
developed in England and the United States.

Modern accounting was born of the industrial revolution in England. The gulf between
accounting for completed ventures or partnerships of limited duration and continuous
industrial enterprises requiring large scale investment of capital w a s not easily nor quickly
bridged. A s previously explained, the East India C o m p a n y showed this transition. Problems
calling for a solution included accounting for depreciation, the distinction between capital
and revenue expenditure, the composition and calculation of surplus, its relationship to
capital and periodic profit, and, most importantly, the ability simply to be able to account
for large scale investment of capital and the associated operations (Pollard, 1965, Edwards,
1989). Coping with the sheer volume of operations w a s a difficult enough task in itself,
without having to deal with questions of principle for which neither the training nor
experience of largely commercial accountants w a s barely adequate. In addition, the
industrialist had to adapt a bookkeeping system to his needs. Those available were the
charge and discharge system featuring the master and steward relationship used on the
landed estates, the mercantile system used by the traders and the operating and putting out
system which preceded large scale production in factories.

In a study of "advanced" British partnership firms of the industrial revolution for the p
1750 to 1830, Pollard (1965) highlighted several significant factors regarding their accounts
The two which appear of the greatest relevance were the apparent failure of total costing
or overall accounting, and confusion over the nature of capital and profit. H e wrote, for
example:
Their great difficulty [that of the accountants and owner-managers], and it w a s a
difficulty they remained essentially unable to surmount, w a s the establishment of a
reliable basis for total or overall calculations for the firm as a whole. This is perhaps
the most significant distinction to emerge from the contemporary accounts: useful
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and generally reliable "partial" analyses, and primitive, potentially misleading general
analyses (Pollard, 1965: 220).
Whatever the current notions of capital m a y have been, industrial accountants
seemed to be unable to integrate fixed capital into their scheme of things. Their
practices were characterized by t w o main heresies: the treatment of capital as an
auxiliary to entrepreneurship instead of the central motive force behind the firm, and
the confusion between capital and revenue (Pollard, 1965: 223).
These general conclusions are confirmed by the similar state of railway accounting,
considered later, and by the comparatively late development of cost accounting1 It might
have been expected that the accurate "partial analyses" and ex ante calculations noted by
Pollard would have whetted management's appetite for more comprehensive and reliable
reports. Such w a s not the case. Indeed, so long as "wages and other outgoings were paid,
books kept in order, and liquidity maintained to meet liabilities", employers were satisfied.
Pollard (1965: 245) also stressed that accuracy in accounting w a s less essential at a time w h e n selling prices tended to be
so far above total costs ... Similarly, as far as dividend distribution w a s concerned,
the typical partner would normally withdraw only afractionof his nominal surplus,
so that there w a s rarely any danger of illiquidity.
Pollard had earlier noted that the objectives of accounting would include, in addition to
establishing costs and revenues by products or departments, "the calculation of total profits
of the enterprise and its value, for the purpose of dividend distribution or for the valuation
of partners holdings, for sale or probate" (219). H e claimed that the most commonly used
method for valuing the partnership for these reasons consisted of valuing the whole firm "de
novo" (236) at balance date. These comments are relevant to the earlier discussion of these
issues of partnership accounting.

Pollard (1965:213) himself said: " A m o n g the wealth of accounting textbooks which c o m e off the European
presses between the sixteenth and early nineteenth centuries, nothing is perhaps more surprising than this
absence ofreferenceto the needs of the industrialist and to the teaching of cost accounting.... Accounting in
Britain was dominated by the requirements of the merchants, all the formal Iraining, all the prestige derived
from him". Solomons' (1952:2) view that it was not until about 1875 that the technical problem of bringing
industrial activity '^vithm the compass of double-entry bookkeeping, and ... extending it to cover transactions
... within a business (internal transfers)" was confirmed by Garner (1954: 349), w h o also stated that the
transition from the accounting for merchandising firms w a s slow in evolving. For a remarkable exception
to the foregoing generalisation see Stone (1973).
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Although Pollard (1965: 244) found little evidence of a depreciation policy being followed
by industrial partnerships, the examples quoted and the comparative table of depreciation
rates suggest movement towards estabhsbing such a policy. The frequent failure, especially
earlier in the period, to record some fixed assets indicated that "capital accounting" had not
been mastered. In addition, assets which could not be easily valued were often omitted. For
example, Pollard (1965: 236) reports that the Parys Mine Co. calculated an increase in
capital by simply comparing stock in trade valuations at different dates while ignoring
debtors.

No clearly held and applied concepts of capital and profit were generally evident in the
period to 1840. In spite of some notable exceptions, the partners c u m owner-managers of
the industrial enterprises, and their bookkeeping staff, did not possess the training or
experience required by the task of accounting for the large scale investment of capital. B y
and large, it appears that they were not capable of preparing regularly a detailed profit
statement. But then, the demand for such reports on a regular basis had not yet arisen
Y a m e y (1962a: 37) concluded his review of this early period by stating:
In all cases, moreover, considerations of precision and consistency in the calculation
of periodic profits appear to have had little weight. The teaching that revenues and
expenditures (or appropriate portions of them) should be assigned to accounting
periods as precisely as possible, and that the "unexpired" portions of receipts and
payments should be carried forward as liabilities and assets, belongs to the latter half
of the nineteenth century. Indeed, more generally, the problems w e associate with
the concept of profit and the careful calculation of periodic profit do not appear to
have been problems worrying the early practitioners or teachers of double entry
accounting in England. Accounting requirements of business m e n did not call for
any serious concern with these matters.

The lack of demand for preparation of profit statements may provide an explanation of the
early emphasis given the balance sheet. If so, it m a y be mistaken to claim evidence for a
valuation approach to asset measurement from the virtual monopoly enjoyed by the balance
sheet, particularly w h e n a balance sheet m a y have been prepared only w h e n required by a
change in the partners (Edwards, 1989: 89).

No clear evidence of general support for the measurement concepts of the monetary model
appears in this period. A positive note is provided by Littleton (1933) recognising the need
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for profit measurement for dividend distributions as the central accounting problem once a
permanent capital w a s established. For the East India C o m p a n y this occurred in the late
seventeenth century. The resultant accounting problems experienced in this period to about
1840 of distinguishing capital and revenue expenditure for periodic profit measurement were
also encountered in railway accounting, but to an infinitely greater degree.

The Companies Acts to 1929

The Joint Stock Companies Act of 18442 introduced general incorporation by registration,
although liabiUty was still unlimited and remained so until 1855. Books of account were to
be kept, a "full and fair" balance sheet presented to each ordinary meeting of shareholders,
auditors appointed and given full access to the books and officers of the company, and the
audited balance sheet was to befiledwith the Registrar of Joint Stock Companies. In short,
the stage was set for full disclosure, although the form of balance sheet was not prescribed,
and presentation of a profit statement was not required. A s Edey (1968: 136) commented
"the date might well have been 1948 and not 1844".

Similar provisions were extended to parliamentary companies by the 1845 Companies
Clauses Consolidation Act ( C C C A ) . But there were differences, one notable. Whereas the
Select Committee which brought d o w n the 1844 Act m a d e no recommendations dealing
with payment of dividends out of capital because, according to Edey and Panitpakdi (1956,
358), its members doubted whether the question was "susceptible of sufficiently accurate
determination", ss. 120 and 121 of the C C C A provided for preparation of a scheme of
distribution, and dividends were not to be paid so as to reduce the capital stock. The
difference might be due to the fact that the 1845 Act applied to public utility or statutory
companies for which greater regulation could be expected by virtue of the powers accorded
them. Also, the "exact" balance sheet required by s. 116 was to give a "distinct" view of the2

The Act arose out of the report of the Select Committee on Joint Stock Companies 1841 -4 to deal with the
unsatisfactory state of the law relating to large, and necessarily unregistered, joint stock partnerships which
had facilitated a good deal offraud.Gladstone was Chairman for 1843 and 1844. The enlightened view of
the Committee w a s that "periodical accounts, if honestly m a d e and fairly audited, cannot fail to excite
attention to the real state of a concern; and by means of improved remedies, parties to mismanagement m a y
be made more amenable for acts offraudand illegality" (Edey and Panitpakdi, 1956: 357).
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profit or loss for the period.

Edwards (1986) noted that the formation of companies by private act of Parliament grew
out of the canal construction movement, with the statutory company coming into its o w n
in the frenzy of railway construction in the 1840s. The acts establishing these companies
did not include uniform provisions regarding accounts, although "it was normal for them to
require that accounts should be kept" (Pollins, 1956: 336). However, gradually more detail
was included in the private acts and by 1842 a body of regulations had been built up. Then
three acts applicable to railways were passed: the Railways Regulation Act of 1844; the
Companies Clauses Consolidation Act of 1845; and the Railways Clauses Consolidation Act
of 1845. Pollins (1956) regarded the general Companies Clauses Consolidation Act of 1845
as the most important. This Act applied to all the other public utility companies as well

The 1845 CCCA conferred on mortgagees and bond creditors the right of inspection of the
books without charge at all "seasonable Times" (section 55). Sections 101 to 108 provided
for the appointment of two auditors elected by the shareholders in the same manner as
directors, unless the special Act of the company provided otherwise for their appointment.
Under the general Act the qualification to be an auditor was to hold at least one share, but
not any office, in the company. The directors were required to deliver to the auditors the
half-yearly or other periodical accounts and balance sheet 14 days before the ordinary
meeting at which they were to be considered by the shareholders. The auditors had the
option of making a special report on the accounts or simply confirming them. They were
authorised to employ "an Accountant or other Persons as they m a y think proper"

Section 115 required the directors to keep "full and true Accounts ... of all sums of
received or expended ... and of the Matters or Things for which such S u m s of M o n e y shall
have been received or disbursed and paid". The books were to be balanced at prescribed
periods and
an exact Balance Sheet shall be made up, which shall exhibit a true Statement of the
Capital Stock, Credits, and Property of every description belonging to the Company,
and the Debts due ... and a distinct View of the Profit or Loss which shall have
arisen on the Transactions of the Company in the course of the preceding Half Year;
and previously to each Ordinary Meeting such Balance Sheet shall be examined by
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the Directors, or any Three of their Number, and shall be signed by the Chairman or
Deputy Chairman of the Directors (Section 116).
A glaring omission is the lack of any guidance on accounting for the capital expenditure,
including its depreciation. Pollins (1956: 338) thought that the sections of the 1845 C C C A
on accounts "did not amount to very much".

Prior to the declaration of a dividend, the 1845 CCCA required the directors to prepar
"Scheme" showing the profits for the past period and the apportionment of them, or part
of them, as dividends among the shareholders, or classes of them. The scheme was to be
exhibited at the ordinary meeting and "a dividend may be declared according to such
scheme". The company was prohibited in making a dividend "whereby the Capital Stock
will be in any degree be reduced", although provision was included for the return of the
capital stock with the consent of the mortgagees and bond creditors and approval of an
extraordinary meeting.

All these matters were given much attention by the 1849 Select Committee of the House
Lords on the Audit of the Railways, which commenced its Third (andfinal)Report with a
review of the 1845 legislation and a summary of the "main objects which it has been the
intention of Parliament to secure by Law". But first it set out the "following enactment...
also contained in the General Act, [that] deserves the most attentive consideration." The
statement that followed read:
Previously to every ordinary meeting for the declaration of a Dividend, a scheme is
directed to be prepared , showing the Profits, if any, of the Company, and
apportioning the same, or as m u c h thereof as m a y be considered applicable, for the
purposes of the Dividend; and at such meeting it is provided that a dividend may be
declared according to the scheme; but by the following section (section 121) the
C o m p a n y are expressly prohibited from making any Dividend by which their
Capital Stock shall in any degree be reduced The stringency of the words
employed by the Legislature marking the illegahty, as well as the impolicy, of
applying part of the Capital of the C o m p a n y for the payment of the Dividend. The
principle thus laid d o w n should never be lost sight of by The House, or by the Public
(iv) (BPP, 1849). (This was the only time the Committee used italics in the Third
Report.)
The 1849 Select Committee's main recommendations for amendment were for uniformity
of accounts and for an effective, independent audit to provide shareholders with confidence
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that the accounts "are not only formally correct, but are substantially faithful and true" (x).
The recommended accounts, which were subsequently laid before Parliament in Bill No.477,
were the Parliamentary Account, a Capital Account and the "ordinary Income and
Expenditure" Account. With one exception, the accounts recommended in the 1849 Bill
appear to foreshadow to a remarkable degree the 1868 double account system.

Several prominent witnesses were scathing about the value of the audit, using expression
such as mere "moonshine as against dishonest Directors" and "the greatest possible farce"
(xh). However, in spite of the evidence and the strong arguments marshalled in favour of
reform, the 1849 Bill was unable to overcome the "railway interest" in Parliament and failed
(Edwards, 1986: 9). Altogether five bills with the objective of improving the audit of
railway accounts were brought before Parliament over the period 1848 to 1851; all were
rejected. The issue of the dividends that could be properly declared apparently remained
alive, and finally the law was amended by the Railway Companies Act of 1867. N o dividend
was to be declared until the auditors had certified that the half-yearly accounts contained "a
full and true statement of thefinancialcondition of the company" and that the dividend on
shares was "bona fide due thereon after charging the revenue of the half year with all
expenses which ought to be paid thereout in the judgment of the auditors" (s 30). Any
dispute between the directors and auditors was to be resolved by the shareholders in general
meeting, but if the shareholders did not resolve on the matter then the opinion of the
auditors prevailed. This w a s recognition indeed for a profession not out of swaddling
clothes.

It was not until following implementation of the 1868 Regulation of Railways Act that fu
and effective regulation of railway accounts was achieved. A n y interim improvements were
overshadowed by the excesses of optimism and investment and fluctuating economic
fortunes, resulting in frequent changes in the accounting methods employed. Neither was
the environment sufficiently stable, nor accounting principles sufficiently developed, for
consistency in method to take root. However, in the absence of a strong will and
acceptance of the need for change in Parliament, supported by businessmen and accountants
alike, earlier reform had little chance of success w h e n weighed against the economic
interests arraigned against it.
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There is little evidence to indicate that any clear notions of capital or profit were generally
held or applied in railway accounts for the period to 1868. Polhns (1956: 353) concluded
that:
It seems clear that in general the early accounting practices and changes in the bases
of profit calculations were not designed principally to produce statements drawn up
in accordance with preconceived definitions or concepts of "profit", "income" or
"asset values". It is possible that atfirstlack of experience m a y have been partly
responsible for changes in the accounting treatment, for example, of depreciation.
But later changes in accounting policy cannot be explained in these terms. It is more
realistic to recognise that in practice the calculation of profits w a s often influenced
significantly by changingfinancialcircumstances and the dictates of management
policy.
Indeed, the evidence suggests that the need for regular dividends m a y c o m e into this
category, possibly explaining the switches between capitalising and expensing repairs and
renewals. Pollins (1956: 354) offered an alternative explanation based on Lardner's division
of shareholders into t w o broad groups, "permanent investors" w h o are concerned with the
permanent value of their investment and w h o expect the directors to maintain the permanent
way and rolling stock out of revenue, and "temporary investors" including speculators w h o
are concerned only with the dividends they receive, and the market price of the stock.
Pollins surmised that in the crises of 1847 and the subsequent slump the number of
speculators w a s reduced with control passing to shareholders interested in long term
prosperity. If so, this factor would help to explain the switch in many cases from deliberate
overstatement of profits before the crises to deliberate understatement in the subsequent
period.

By establishing uniform provisions for accounts, the Registration of Railways Act of 1868
"marked a turning point in the history of railway accounting after a long period of
uncertainty" (Pollins, 1956: 332). T h e Act of 1868 which spanned the period to 1911
required financial statements to be prepared in a standard format utilising prescribed forms;
they were to be audited and signed by the accountant or other officer in charge of the
accounts of the company in addition to the Chairman or Deputy Chairman of Directors
before being submitted to the general meeting. Copies were to be preserved at the
company's principal office and a printed copy forwarded to the Board of Trade. The main
financial statements comprised a Receipts and Expenditure on Capital Account, a Revenue
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Account and a General Balance Sheet. Supporting abstracts included statements disclosing
estimates of future capital expenditure divided into that for the next half year and subsequent
half years, and the share and loan funds available to meet this expenditure. The Capital
account balance w a s to be carried to the General Balance Sheet.

Remrning to the general companies acts, the Limited Liability Act of 1855 conferred limite
liability on the companies registered under the 1844 Act. D u e to the perception today of
the significance of limited liability, it is all too easy to assume that it w a s a strong motivating
force at the time. Apparently this w a s not the case. Littleton (1933: 245) claimed that "it
did not begin at any specific point in time; it is rooted in ideas and relationships which for
centuries were as nebulous as a summer's mist and achieved form and consistency almost
as imperceptibly as mists become clouds". Early English law (Littleton, 1933: 248 quotes
a 1788 case) differed from the continental law which permitted limited partnerships based
upon the "old Commenda

idea", in effect permitting a "sleeping partner" to limit liability to

the amount of the agreed contribution. Under English law, the partner shared the full
disadvantages as well as the advantages.

DuBois (1938: 93) drew attention to the fact that "in the period immediately after the
passage of the Bubble Act, the factor of liability w a s not mentioned in the formal arguments
of the petitions for charters of incorporation". Later, however, in the last four decades of
the eighteenth century, he remarked that "it is possible to observe an increased appreciation
of limited liability as the reason for incorporation ... particularly in applications to the House
of C o m m o n s " . A n d as previously mentioned, unincorporated companies were already
limiting liability by contract and these were s o m e of the companies targeted for registration,
and a degree of control, by the 1844 Act.

Full disclosure suffered a setback from which it took over seven or eight decades to reco
when the compulsory requirements were abandoned in 1856, and the provisions relating to
accounts and audit were relegated to an optional set of articles. The combined force of the
confluence of two streams of thought, each complementary to the other, proved too great
for the cogent arguments marshalled in favor of statutory requirements for disclosure. The
prevailing doctrine of laissez-faire with its emphasis on freedom of contract w a s one such
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stream exerting a powerful influence in its o w n right. The other, the doctrine of noninterference in the matters of internal management, a rule derived from the trading
corporations and partnerships, while not so obvious was probably of equal significance.
Together they were irresistible.

Johnston and others (1983: 221) also noted that one of the reasons given for insisting
requirements of the 1844 Act, which initially applied to companies without limited liability,
was that "members were entitled to k n o w what was going on in concerns in which they
might be liable to the full extent of all they possessed". This rationale was done away with
by the general extension of hmited liability in 1855. In addition, the experiences with
regulation in the railway and assurance companies had shown published accounts in many
cases to be unreliable, as evidenced in the Third Report of the 1849 Select Committee on
Audit of the Railways discussed earlier. This view was supported by M r Whitmarsh,
Registrar of Joint Stock Companies, w h o L o w e quoted as stating:
that the returns which the Act [1844] requires, and which are enormously expensive
and burdensome, are worth nothing - that the Act is very much evaded, companies
beingfrequentlyformed with no other foundation than that supplied by m e n of straw
... it is quite impossible by any legislation that w e can devise to protect the public in
which they are fully able to protect themselves ( B P D - C 1856 V. 140, c. 120)
The lack of accountants, and sufficiently well trained accountants, would also have been a
factor (Pollard, 1965; Edwards, 1986).

The first bill leading to the 1856 Joint Stock Companies Act included clauses requiring
balance sheet and income expenditure account to be presented annually to members and a
copyfiledwith the Registrar. Robert L o w e , Vice-President of the Board of Trade, claimed
he was arguing in favour of human liberty: "that people m a y be permitted to deal h o w and
with w h o m they choose without the officious interference of the State" which should
interfere only to give "the greatest publicity to the affairs of such companies that everyone
might k n o w on what grounds he w a s dealing" (Johnston and others, 1983: 6-7). L o w e
made a feature of the balance sheet prescribed in his bill, describing it as a "uniform sheet".
His views, however, did not prevail, and in subsequent bills and the Act, the provisions
relating to accounts were swept into an optional set of articles.
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The relevant articles and the form of balance sheet prescribed are shown in Edwards (1986).
Because of their significance for the present enquiry they will be examined in some detail.
Edey (1968: 137) described the clauses on accounts as "exemplary" and the form of the
balance sheet as "a remarkably up-to-date standard form". Under the heading of "Property
and Assets" the balance sheet distinguished three main classes of assets, namely: Property
held by the C o m p a n y , Debts owing to the Company, and Cash and Investments. The
property, which grouped together plant and inventories, w a s to be stated at cost with
deductions for deterioration in value - clear evidence of a cost allocation approach for
measurement of expenditure carried forward.

Turning to the liabilities classified as "Debts and Liabilities of the Company" all are
clearly monetary obligations or debts.

Details of the total amount received from

shareholders, and the amount paid per share are to be disclosed. The numbering (Roman
numerals) of the main classifications is interesting, capital and liabilities being numbered I
and II, the assets III to V , with the Reserve Fund V I and Profit and Loss VII3, possibly
indicating that these last two items were "balancing amounts" and suggesting that profit
measurement was based on the increase in net assets method. Liabilities interposed between
share capital and the reserve fund and retained profits detract from the otherwise modern
look of the document. A convincing explanation of w h y the left and right sides of the
balance sheet were headed Dr. and Cr. respectively has been provided by Y a m e y (1970).
H e gives two reasons w h y accountants would have been well used to the practice. First,
their use of a reversed opening balance account, a bookkeeping instrument created
deliberately to facilitate the process of the closing and opening of ledgers, and secondly,
familiarity with the sight of assets and liabilities on the credit and debit sides respectively in
the itemised opening entries in the capital account.

Edey and Panitpakdi (1956: 364) noted that "the text in the 1856 form of balance sheet suggests that the
deterioration in value might be charged alternatively to the 'reserve fund' or to 'profit and loss'. This might
be interpreted to m e a n that the draftsmen did not attach great importance to theoretical precision of
measurement of any one year's profit, in which case it would be inconsistent with the provisions of Article 71
of Table B, which laid stress on this point. O n the other hand, it might be no more than arecognitionof the
fact that certain types of losses of an exceptional nature m a y conveniently be charged direct to reserve in order
to avoid distortion of current profits".
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B y itself the balance sheet is suggestive of the monetary concepts. The suggestion is
enhanced w h e n read in conjunction with article 71 outlining measurement of profit.
Obviously, Lord Thring, the draftsman of the acts of 1856, 1862 and 1867 held clear
perceptions of capital and profit and their relationship to assets. Evidence already
considered makes it clear, however, that such notions were not generally applied in practice
on a consistent basis. Article 71 reads:
The Statement so made shall show, arranged under the most convenient Heads, the
Amount of gross Income, aUstinguishing the Several Sources from which it has been
derived, and the A m o u n t of gross Expenditure, distinguishing the Expense of the
Establishment, Salaries, and other like Matters; Every Item of Expenditure fairly
chargeable against the Year's Income shall be brought into Account, so that a just
Balance of Profit and Loss m a y be laid before the Meeting; and in Cases where any
Item of Expenditure which m a y in Fairness be distributed over several Years has
been incurred in any O n e Year the whole A m o u n t of such Item shall be stated, with
the addition of the Reasons w h y only a Portion of such Expenditure is charged
against the Income of the Year.
The following additional points from the optional articles are worth noting. Numbers in
brackets are the number of the relevant articles, and underlining has been added. Dividends
were restricted to "profits arising from the business of the company" (64), and before
recommending a dividend directors were authorised to set aside funds for contingencies or
for equalising dividends (65);"... true accounts were to be kept on the stock ... of the sums
of money received and expended ... of the credits and liabilities of the company ... upon the
principles of double entry" (69). A printed copy of the balance sheet was to be sent to
shareholders 7 days prior to the general meeting (73). Auditors were required to report to
the shareholders on the "balance sheet and accounts" stating whether "in their opinion, the
balance sheet is a__\ and __r balance sheet... properly drawn up so as to exhibit a true and
correct view of the state of the company's affairs (84). The auditor was empowered to
employ an accountant (83). The reference to the principles of double entry was dropped
from Table A of the 1862 consolidating Act.

A basic feature of company law introduced by the 1856 Act, which has significantly
influenced accounting practice, is the requirement that the m e m o r a n d u m of a limited liability
company must state the amount of its share capital and the division of that share capital into
shares of a fixed amount. W h e n shares are acquired by assets other than cash, the
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contribution takes on the nature of a monetary contribution equal to thefiguresagreed upon
by the parties. This is a possible source of a "leak" in the protection afforded creditors, for
while the consideration must be "real" the courts will not usually question its adequacy
(Johnston and others, 1983: 45-50). For legal and accounting purposes, in the dictum of
Farweil J, "a share is the interest of a shareholder in the company measured by a sum of
money, for the purpose of liability in the first place, and of interest in the second ..."4. A n y
excess over the aggregate of such interests is regarded as a gain of one kind or another, to
be dealt with according to the contract between the members. Basically, therefore, the
interests of shareholders, even though residual, are regarded in law as money interests and
this view is corresponds with the monetary capital and profit concepts.

Thefinalpoint I wish to m a k e regarding the 1856 Act is that the accounting provisions of
the optional articles seemed designed to provide shareholders with a stewardship report,
utilising accrual accounting, which could also be used as a basis for dividend distributions.
There are few references to the information need of creditors. Johnston and others (1983
7) note that Robert L o w e argued that "incorporation with a k n o w n liability, even if limited,
was an advantage to creditors". The information required to befiledunder the 1856 Act
in the annual list and summary w a s generally supposed to provide a basis for judging
whether the share capital - subscribed for in cash, or equivalent value - had been maintained
intact. These authors quoted Lord Thring that the requirement for the annual return was
passed "with a view of furnishing creditors with the requisite data forjudging the solvency
of the company" and then c o m m e n t thereon:

4

Borland's Trustee v. Steel Bros & C o Ltd [ 1901 ] 1 C h 279, p. 288 (Quoted from Johnston and others, 1983:
35).
It appears that a similar situation exists in partnership law. In the case of Robinson v Ashton (1875) L. R. 20
Eq. p. 25,fixedplant introduced by one of the partners was sold at a sum in excess of the recorded amount
and the plaintiff claimed that although the profits and losses were shared equally the increase in the value of
the fixed plant and real estate belonged to the estate of the partner w h o had brought such assets into the
partnership and had held the major share of the capital. It was decided, however, that the difference between
the book value of the assets in question and the m o n e y paid inrespectof them was profit divisible at the time
of their sale. A s Johnston commented "this case clearly shows that in the absence of special agreement,
changes in the m o n e y values of assets, if taken into account, are to be regarded as profits or losses; and that
the original capital contributed by the partners retains, or takes on, w h e n the assets are brought in at an agreed
figure, the nature of a m o n e y contribution" P h D thesis, University of Cambridge. (I a m grateful to the late
Professor Johnston for bringing this case and his comments to m y attention.)
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It does not seem to have been realised that such returns would be of little value
unless some additional provision were m a d e for showing details of the assets and
habilities of the companies, and possibly prohibiting payment of dividends unless or
until losses of capital had been m a d e good. Yet the early statutes m a d e no further
mention of such matters (37).
Edey and Panitpakdi (1956: 361) quoted J S Mill in support of the proposition that "the
privilege of incorporation with limited liability demanded in return the obligation of
providing publicly information on the state of the company's capital". Shareholders
themselves have an obvious interest in knowing whether capital has been maintained.
Whether dividends have been paid from earnings or represent a return of paid up share
capital are general management questions of thefirstorder. Thus, it is appears that the rights
of creditors were not rated very highly, and were left to languish behind those of the
shareholders.

Creditors do not benefit from limited liability, and bear the price of it when a company'
assets remaining on liquidation are insufficient to meet their claims. O f course, in this case
the shareholders lose the amount of their contribution plus any uncalled sums called up
That is, the amount they agreed to contribute as an investment in the company. In contrast,
a trade debt m a y constitute a significant part of a creditor's wealth and non-payment could
prove terminal for the creditor's business. It had been only comparatively recently then that
debtors had been thrown in prison and tortured for non-payment of debts.

However, there were several types types of companies where the law was prepared to act
to protect investors. The latitude in accounting matters granted trading companies
registered under the companies acts w a s not extended to banks, assurance companies,
friendly societies and public utility companies - presumably on the ground of their monopoly
position, or because of their "special position" with respect to public confidence in important
financial institutions. T w o spectacular crashes were needed, however, before the legislature
acted in the case of banks. The failure of the Royal British Bank in 1856 following
falsification of balance sheets by directors and payment of dividends out of capital did not
lead to a call for compulsory audit of banks. Indeed, Edey and Panitpakdi (1956: 367) drew
attention to the contrary view of the Economist that compulsory provisions "while having
the effect of causing people to relax their vigilance, would at the same time, be avoided by
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the unscrupulous".

The "catastrophic failure" in 1878 of the City of Glasgow Bank, apparently changed those
attitudes - at least in respect of banks. Directors had overvalued assets, undervalued
liabilities and misdescribed balance sheet items to conceal insolvency while continuing to pay
dividends, and were imprisoned under the Larceny Act 1861. The Companies Act of 1879
introduced compulsory annual audit for all banking companies. The Bill by which this act
was introduced included a clause prescribing the form of accounts for banks but this clause
was withdrawn at the Committee stage over the protests of Chadwick (Parker, 1980: 216).
It is significant that both of these cases involved payment of dividends out of capital.

The Life Assurance Companies Act of 1870 required such companies to supply shareholders
and policy holders with annual revenue accounts and balance sheets in a prescribed form,
and a copy was to be filed with the Board of Trade. The absence of auditing provisions was
a surprising omission. Accounting requirements similar to those of the Regulation of
Railways Act of 1868 were extended to gas works and waterworks in 1871, and to
electricity undertakings in 1882. Compulsory audit and publication of accounts did have a
role - but not yet for all public companies. A distinction should, of course, be drawn
between those companies granted special powers by Parliament and ordinary limited
companies. For example, M r Cave, vice-president of the Board of Trade, stated in
Parliamentary debate:
Very few of the latter had the compulsory powers granted them by Parliament - a
characteristic which alone would warrant Parliamentary interference in the internal
concerns of railway companies ( B P D 1868, v. 191: col. 1539) (As quoted by Parker,
1980: 210).

Few of the many attempts over this period to amend the Companies Act of 1862 to require
directors to publish or circulate audited annual accounts to their members met with any
success. Chadwick, a champion of reform, asserted that "not 1 % of the companies
established had adopted Schedule A " ( B P P 1877,1: viii). Parker (1980: 208) described
Chadwick,firstpresident of the Manchester Institute of Accountants (formed in 1871 and
absorbed into the Institute of Chartered Accountants in England and Wales on its formation
in 1880, and a member of the Institute'sfirstCouncil), as "the most enthusiastic champion
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of uniformity of accounts". His entry on this topic into the debate on the 1879 Banking Act
has already been mentioned. His greatest foray though w a s in respect of an attempt in 1877
to have the Select Committee on the Companies Acts, 1862 and 1867, adopt his Bill which
included a proposed form of balance sheet and profit and loss account. These were
reproduced in Parker (1980: 213-15) w h o pointed out that it was "tactically unwise of him
to substitute his o w n balance sheet". The classification in his profit and loss account was
criticised. Price and Harding, two prominent accountants, stated that they preferred the
balance sheet of the 1862 model articles. Another accountant, Turquand, did not support
clause 8 giving a judge power to order the balance sheet to be amended (BPP 1877, I:
Q.907, 98).

However, the main opposition came from Sir George Jessel, Master of the Rolls, who had
little faith in balance sheets placed before him, and did not accept that "fixed forms" worked
well. H e claimed that "you cannot compare two balance sheets unless you k n o w that they
have been framed on the same theory ... it is not sufficient to put it in form, it is the
substance". H e also disapproved generally of all provisions interfering with freedom of
contract in matters of trade. This is the same Jessel M R w h o enunciated the initial money
capital maintenance doctrine. Chadwick was a member of the Committee, and gave
evidence to it twice. L o w e was the Chairman. In voting on the Chairman's resolutions
there were five divisions, two lost and three carried. Chadwick's vote was cast with the
majority in each case. But his o w n Bill was not put to the vote, and his attempted reform
was in vain.

The Davey Committee of 1896 had recommended providing a detailed balance sheet for
directors only, and an ordinary balance sheet to be circulated amongst the members but not
made publicly available by filing since the primary duty of companies was to their members.
Strong opposition came from Buckley K C (later Lord Wrenbury) on the grounds of
aggravating the difficulties between capital and labour, and of assisting competition to the
point of demise of limited liability - a system which he believed had been of enormous
benefit to the whole country. Furthermore, in his view, public policy should not require of
a limited hability company what w a s not required of a private firm. The Companies Act of
1900 required every company registered under the companies acts to appoint an auditor, and
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in 1907 all registered companies were required to file an audited balance sheet with their
annual return. A consoha^ting Act w a s passed in 1908. These were but minor gains in the
quest for reform.

The Wrenbury Committee of 1918 decided against recommending that a profit and loss
account befiledannually with the balance sheet since that might give individual traders an
unfair advantage over companies. In the opinion of Johnston and others (1983: 222) "these
views were no doubt held by the majority of people even d o w n to the hearings of the Greene
Committee of 1926". In spite of professional opposition from both accountants and
lawyers, the recommendation of the Greene Committee that the balance sheet and profit and
loss account be forwarded to shareholders was enacted in the Companies Act of 1928,
becoming on consolidation the Companies Act of 1929. This step forward was restricted
by the lack of requirements specifying the form and content of thefinancialstatements The
depression of the 1930s and the second world war also intervened before the next major
review of the company law.

Before considering the momentus train of events brought into play by the Kylsant case of
1931, and which were to completely overshadow the 1928 amendments, a step back in time
is taken to review other developments bearing on the issue of accounts. First, the views
of two early textbook writers on auditing are reviewed for the light they throw on financial
accounting. Second, a series of legal decisions from 1889 challenged the "emerging,
professional" view of profits available for dividend. Issues raised were whether depreciation
of wasting assets was necessary, and whether past losses should be taken into account in
measuring profits for this purpose.

Third, the formation of professional bodies of

accountants gave them a voice and influence before the Cohen Committee.

Early textbook writers, Pixley and Dicksee

There are two main reasons for the selection of the work of these authors for analysis i
relation to m y enquiry. First, their eminence in accounting, and second, because of the time
of their publications. Pixley's book, published in 1881, preceded the legal decisions from
1889 questioning several key concepts accepted in accounting practice, whereas Dicksee's
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book, published 11 years later, followed these decisions. Montgomery (Dicksee, 1905: 7),
as editor to the first authorised American edition of Dicksee's Auditing, in effect m a d e two
claims for the standing of the text in the Preface. First, that 'Tor many years [it] has been
the standard work on auditing in Great Britain and America. ... w e are fortunate in having
the benefit of the best English practice as a guide to our broadened field." Dickenson
(Dicksee, 1905: 11), an acknowledged American authority on accounting w h o contributed
the Introduction, noted that the publication of the American edition was further evidence of the growing importance to the community of a correct
understanding of the principles of Accounting; and the fact that this edition has
received the support of educational authorities throughout the country is full of
promise for the future of the still young profession of the Public Accountant

In addition, Dicksee contributed a piece on the balance sheet to the Encyclopedia Britan
14th edition, 1929. H e acknowledged two references, a 1924 publication H o w to Read a
Balance Sheet by Pixley, and his o w n 1927 publication Published Balance Sheets and
W i n d o w Dressing. Parker (1980: 212) referred to Pixley (1881) and Dicksee (1892) as
"pioneering audit text books". They contribute, in addition, to our understanding of
accounting principles.

In his book Pixley (1881: 4) reveals a clear philosophy of accounts, and a concise,
consistent, statement of accounting principles. O n the purposes of accounts he wrote:
The Directors have periodically to meet the general body of shareholders, for the
purpose of accounting to them the manner in which they have fulfilled their duties
If performed to the satisfaction of shareholders, they usually continue the Directors
in their position, but should the former be dissatisfied with their representatives, .hey
elect others out of their body to take their place ...
The stewardship information is thus supported within the modern "decision orientated"
context. H e specifically rejected a narrow interpretation limiting stewardship to receipts and
payments accounting.

The capital maintenance information need is specifically recognised in these words:
The Revenue Account should show clearly the actual or net profit, out of which a
dividend can be paid, or if no profit has been earned the fact should be distinctly
shown. If, not withstanding that a loss has been sustained during the period to
which the accounts refer, a dividend be paid to the Shareholders, and Revenue
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Account should show at a glance that it is paid either out of past profits or that its
payment creates or adds to a previous deficiency, in other words, is paid out of the
Shareholders' Capital (121).

For proper disclosure of these "desirable facts" he recommended that the Revenue Accoun

be divided into two sections. There is not any doubt at all that "shareholders' capital
him meant the contributed money capital.

He later warned of the adverse reaction of shareholders to learning that past dividends
been paid from capital.
Nothing is more distasteful to Shareholders than to find, after regularly receiving
good Dividends, they must be extremely reduced in amount or discontinued,
because, not having been legally earned, they have been paid to them out of their
o w n capital (155).
Whilst he obviously regarded the balance sheet as the most important of the financial
statements, he explained the function of both the balance sheet and profit statement in a

consistent framework in which the role of the auditor was integrated. Consider, for exa
these quotes:
The Balance Sheet m a y certainly be said to be the most important statement of any
which can be laid before the Shareholders, as, if properly drawn up, it shows the
exactfinancialposition of the C o m p a n y (129).
The Balance Sheet... should be so clearly stated that every Shareholder of ordinary
intelligence can understand it... The liabilities and assets should be kept perfectly
distinct, each being set forth under their proper headings, and, although according
to the recognised method of preparing a Balance Sheet, accounts representing the
balance of certain Expenditure Accounts are placed on the same side as assets, the
Auditor should require them to be so stated that they cannot be mistaken for
realisable and marketable securities (150).
The Revenue Account... shows ... the income or earnings, irrespective of whether
the same has been actually received, or at date of closing of the books is due to the
Company, while, on the other or debit side are set forth the expenses, irrespective
of whether they have been paid or are owing by the Company.
The balance
shows whether the transactions of the period have resulted in a profit or a loss.
(107).
As it is impossible and very inconvenient for each partner to examine these
Statements of Accounts with B o o k s ... their correctness is usually certified by their
representative..., elected annually, for the purpose of ascertaining that the funds of
the C o m p a n y have been properly accounted for, that such of them as have been
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expended have been applied in the manner indicated in the accounts, that the
unexpended portion is invested as stated in the Accounts, and generally that, in thenopinion, the Accounts put forward by the Directors for adoption by their copartners, are accurate in every respect... (5).

Realisation and cost allocation are concepts faithfully followed throughout. Although t
are minor lapses, Pixley's grasp of the fundamentals is clear. His use of the term "present

value" (118) to mean "the amount of a depreciable asset at balance sheet date" (as is cl
from later paragraphs) should not be confused with the modern use of that term.

Due allowance should be made for depreciation of stock on hand at the end of the period
but no mention is m a d e on that score of the lower of cost or market rule, although it does

emerge in a discussion of securities. Writing within three years of the City of Glasgow
failure in 1878 he stated that:
... nothing could be more reprehensible than for the Directors of a Bank to deceive
their Shareholders and customers by stating its securities at a value they k n o w they
do not possess, yet they would naturally, as competitors for public patronage, desire
to set forth the assets at their fair market value and to this the Auditor cannot raise
any objection. A s a matter of prudence, however, he might suggest the cost price
being inserted in the Balance Sheet, supposing the securities have not depreciated
in value, and it being stated, in a footnote, the actual market value at the date on
which the Balance Sheet is m a d e out (130-131).
The references to "customers" and "prudence" impart a modern ring to the statement
Several pages later, however, he is able to say with more conviction in relation to
investments generally that:
It should be distinctly stated whether the values given to Investments are the cost
price, market price or estimated value. The first named is the most usual one
adopted by Companies, and it is certainly the best so long as the cost price does not
exceed the market value (141).
The latter part of this quote is suggestive of the "lower of cost or NRV" rule, but for

investments. The treatment of preliminary expenses as assets caused him obvious concern,
arguing that it would be "unfair" to charge their full cost against the revenue of the first

year, suggesting that normally they should be written off over five years, ten as a maxi
However, he favoured writing them off as soon as possible and clearly indicated that he

thought they were not real assets. For example, he wrote that the Reserve Fund may "with

great propriety be applied towards the liquidation of a fictitious Asset Account such a
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of'Preliminary Expenses'" (128). A company acquiring plant under a "Hiring Agreement
... is certainly entitled to take credit a m o n g its assets for a proportionate part of any
payments of this nature, after charging the Revenue Account with a fair and reasonable
amount for usage" (148). H e was at pains to stress that a deficit on revenue account should
be appropriately described in order to avoid confusion with assets. The alternative of
deducting it from the capital w a s not mentioned; perhaps it would not have been regarded
as acceptable. O n valuation generally he w a s completely unequivocal: assets and liabilities
should be neither overstated nor understated (130). Secret reserves would have been
anathema to him

In view of Pollard's (1965: 234) remarks on confusion regarding the nature of profit,
particularly the view that "profits" were often understood to be the surplus after interest on
capital at the going rate w a s provided, Pixley's criticism (121) of the custom of showing
interest paid to shareholders as an expense in the revenue account showed that the confusion
persisted in practice. Evidently, however, he w a s not confused.

It comes as a surprise

when, after explaining w h y it is only fair to existing shareholders that shares be issued at a
premium when one is commanded in the market, that the premium should be credited to the
Reserve Fund, and thence be able to be called upon for payment of a dividend. Here Pixley
(1881) insists that the facts should be properly disclosed to shareholders by showing the
withdrawal from the Reserve Fund in the "appropriation" section of the Revenue Account.

Pixley's text is the work of an auditor. Accounting, and accounting concepts, are expla
simply, which is a great strength. However, the actual text is only 101 small pages and
discussion is limited. Nevertheless, agreement exists at m a n y points with the concepts of
the monetary model. The information needs of capital maintenance and stewardship are
endorsed; share capital comprises the paid in m o n e y share capital; cost allocation is
endorsed for depreciable assets and, without saying so directly, Pixley clearly believed that
profits should not be anticipated. His discussion of the "income side of the revenue
account" commences with sales without any elaboration w h y the revenue should be
recognised then. H e explained accrual accounting clearly, and apparently appreciated that
charges for the hiring of plant might include an element of purchase.
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Dicksee's text w a s published in 1892 w h e n he w a s 28 years of age. Although on the same
topic of auditing, it w a s complementary to that of Pixley which appeared eleven years
earlier. Dicksee hardly mentioned the purposes of accounts, but he w a s more forceful in
presenting principles of valuation of assets. O n the question of the relative importance of
the profit statement or balance sheet he could, for example, state with evident authority that
if... both Balance Sheet and Profit & Loss Account be correct, it matters but little
which is called the cause and which the effect (117).
N o work should be interpreted outside the context of its time and environment. Thus,
Dicksee's emphasis of valuation of assets is entirely in accord with the importance of that
topic to auditors following legal decisions accountants of the time found repugnant
(Dicksee, 1892).

His principle in the valuation of assets required the assets of continuing entities to
as a going concern, and for this purpose he distinguished three classes of undertakings,
namely: parliamentary companies, like railways required to use the double account system;
private traders, sole or partnerships, and registered companies having a perpetual succession
(Dicksee, 1892: 117). O n the assumption that parliamentary companies would continue to
operate permanently with the works financed from the capital funds being maintained in a
state of efficiency out of revenue, no depreciation (or other variations) were required in
respect of the capital expenditure recorded in the Capital Expenditure Account. A n y such
variations would, of course, have been contrary to the receipts and payments nature of the
account. Nevertheless, the uneasy, or difficult to dispel, feeling existed a m o n g accountants
like Dicksee that a regular charge against revenue w a s needed in order to properly maintain
capital. Assets m a y never be replaced, and it is difficult if not impossible to keep them in
as good as n e w condition by maintenance expenditure, leading Brief (1975) to conclude that
profits in the latter half of the nineteenth century were likely to be overstated.

For registered companies Dicksee (1892) proposed that the amount at which all assets are
stated in the balance sheet should be based on the distinction whether the company carried
on business with them, or in them. These latter, or as they were called "floating assets",
were held with the objective offilminginto cash at a profit as soon as possible. Wasting of
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the former -fixedor permanent assets - should be provided for by depreciation because ... inasmuch as it has directly contributed to the profit earned, it is clearly an expense
with which profit m a y be fairly charged.
However,
on the other handfluctuation[in market value] is something altogether apart from
profit and loss, being merely the accidental variation (owing to external causes) in
the value of the property o w n e d but not traded in: to carry the amount of such a
variation to Profit and Loss Account would be to disturb and obscure the results of
actual trading and so render statistical comparison difficult if not impossible (121).
The tension arising from legal decisions5 contrary to the notion of depreciation is evident,
and he was most critical of "a singular inconsistency of the law" (129) by which mining
companies were not required to provide for depreciation before declaring a dividend. Today
it is generally accepted in m a n y jurisdictions that mining companies working a diminishing
deposit do not need to provide for depreciation, with shareholders being aware that
dividends m a y include an element of return of capital. His treatise explained measurement
rules consistent with cost allocation for m a n y other assets. Goodwill was not well handled
and he regarded a manufacturing profit as "earned" on completion of production (121). His
comments on secret reserves are taken up in the next part

His views appeared to have changed but little when in 1929, 37 years later, he authored th
section on balance sheets for the fourteenth edition of Encyclopedia Britannica (Volume 2,
956-7). However, the section provides a more succinct summary of his views and facilitates
compilation of a brief statement on the meaning of "going concern value". This expression
is, and has been, used on a great many occasions as a "code" signalling an understanding of
valuation of assets, particularlyfixedassets, under historical cost. Unfortunately, the actual
meaning of this code frequently is far from clear. For example, its expression can range
from the bare statement of "cost less depreciation" to a fuller explanation of w h y market
values of depreciable assets are not relevant for the measurement of periodic profit. A fuller

5

For example "Depreciation is always a charge on Revenue, while the Fluctuation affects Capital alone. The
author is not prepared to admit that this distinction is contrary to the various legal decisions that have occurred
from time to time; but, in any case, he would remind readers that, whatever deference or obedience is owing
to the Courts, they cannot be regarded as indisputable authorities upon matters of account" (Dicksee. 1892:
126). The relevant legal decisions are considered in the next part.
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statement m a y indicate support for realisation and the concept of monetary profit as well as
for cost allocation.

The several elements which Dicksee (1929) brings together are the relationship between th
profit statement and balance sheet; the significance of earning capacity; by implication, the
concept of revenue; the significance of the cost offixedassets as "working expenses"; and
the irrelevance of "fluctuations" in the market values of assets intended to be used in
production in the business. Elements not directly addressed in his explanation are the
valuation of the business, and the recoverable amount rule, particularly the role of N R V s in
the calculation of recoverable amount.

Dicksee (1929: 956) first states that "it is difficult to criticize a balance sheet inte
in the absence of the revenue account, and vice versa" and goes on to explain that it does
not profess to be "a valuation of... the undertaking". H e uses an example of fluctuations
in the value of premises to demonstrate w h y "fluctuations" in market values should be
excluded from profit calculations, arguing that "they have no bearing on the earning capacity
of the business". Expanding the allusion to valuation based on earning capacity, the business
is to be valued by external parties based on their assessment of its future earnings. O f
course, for listed shares, the stock market performs this function.

Although not discussed explicitly, the concept of revenue as a (realised) monetary inflow
is implied by his statement that "floating assets ... (apart from cash balances) are those which
in the ordinary course of business it is the aim of the undertaking to convert into m o n e y with
all convenient speed, making a profit in the process". T h e cost offixedassets are regarded
as a "working expense chargeable against the profits of the undertaking during the time they
are in use", and the "whole outlay is equitably apportioned over the series of years" over
which it is used. This cost allocation approach offers partial support for the interpretation
of profit as monetary profit. While no concept of capital w a s explicitly mentioned, it can
be implied from the concept of assets, and his example of a balance sheet discloses share
capital of 100,000 $1 fully paid shares.

Going concern valuation should be carefully distinguished from the going concern, or
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continuity, concept. T o avoid confusion, I will use the term continuity concept which is the
assumption or expectation that the entity will continue trading profitably over the life of the
fixed assets so that their cost, or written d o w n cost, can be recovered out of future revenue,
that the entity neither intends to liquidate nor to change materially its scale of operations;
and that it expects to be able to meet its habilities as they fall due. This concept, with slight
changes of wording to pick up the different concepts of cost, is equally applicable to other
models for measurement of periodic profit. T h e role of the continuity concept in the
measurement of periodic monetary profit is to provide a justification, assuming of course
that the assumption is regarded as reasonable under the particular circumstances, for
carrying forward non-monetary assets at cost or a derivative thereof Thus it forms part of
the explanation of going concern valuation.

Pixley's and Dicksee's views offer an interesting contrast, one coming before the adver
legal decisions and the other after. Pixley's treatment w a s the more comprehensive whereas
Dicksee was more defensive, concentrating on asset valuation. A s to be expected the form
of expression differs from modern usage. Neither mentions conservatism, although Pixley
refers to prudence. Neither mentions the "lower of cost or market rule" for inventory
costing which is rather strange in view of May's claim that the rule w a s well established
when he entered the profession in England in 1892 (Parker, 1965: 158).

Dividend case law and secret reserves6

In the 1882 case of Lambert v Neuchatel Asphalte Co. the court continued to apply the r
derived from partnership that profits were a matter of internal management in which the
courts would not interfere unless the company or the directors were acting ultra vires, or
their action amounted to a fraud on a minority. The sole asset of the company w a s a quarry,
and the point at issue w a s whether depreciation of the wasting asset should be provided for
out of revenue in measuring the profits available for dividend. T h e action failed.

This part is based mainly on Johnston and others (1983), Chapter 7, where the fullreferencesm a y be found.
See also Edwards (1989), French (1977), Gower (1969) and Y a m e y (1962b). This latter paper by Yamey
was a revision of one he initially wrote in 1941.
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However, in the 1875 case of the Ashbury Railway Co. v Riche the ultra vires doctrine was
extended, with the focus n o w on capital; it being ruled that a company can only apply its
means to the objects spelled out in the memorandum 7 . Then, following this n e w approach,
in 1882 Jessel M R ruled in Flitcroft's case that it was ultra vires the company to pay
dividends out of capital. In 1889 the case of Lee v Neuchatel Asphalte Co., which was
essentially similar to the 1882 case against the same company, came before the courts. In
the Court of Appeal Lindley LJ, following the n e w approach, extended the ultra vires
doctrine. The Court ruled that capital need not be made up if lost. This ruling was extended
to losses offixedcapital in the 1894 case of Verner v General & Commercial Investment
Trust. In 1899 in R e National Bank of Wales Ltd the doctrine was taken a step further by
the ruling that past revenue losses need not be made up in calculating profits available for
dividend. O n appeal to the House of Lords in 1901 the case was renamed Dovey v Cory
W h e n the House of Lords refrained from a clear endorsement of the new principles the law
appeared far from settled. In fact, however, the n e w principles were applied in 1918 with
approval.

Two points of significance for the present enquiry emerge. First, following the preced
from partnership law, the courts have refrained from defining profits, regarding their
determination as a matter of internal management to be decided by majority decision of
members, or directors, in accordance with the articles. Hence, the position still prevails that
so long as the directors or shareholders have acted honestly within the powers conferred on
them by the memorandum and articles the courts will not interfere to impose "fetters on m e n
of business". The action in all the major cases was brought by a disgruntled shareholder
seeking to overturn the decision of the majority. The development of the ultra vires doctrine
provided a n e w line of defense by redefining capital, apparently according to the
circumstances of the particular case, with the result that the state of the law was rendered
uncertain. The n e w doctrine meant that the courts were faced with difficult decisions for
which there were no ready precedents. It is surprising, however, that some major

The absurdity of the n e w rule if pushed to a logical conclusion w a s shown by Johnston and others (1983) by
pointing out that, unless companies included provision in their objects to pay dividends, dividend payments
would be ultra vires.
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weaknesses in judicial reasoning were not challenged8.

Nevertheless, the doctrine of "non-interference" absent of fraud in the affairs of busi
remained an abiding principle. Refer also to the views quoted earlier of Jessel LJ on the
right to complete freedom of contract in matters of trade. A s Master of the Rolls, he was
credited with being mainly responsible for embodying the concept of capital maintenance
in the law through his interpretation of the Companies Act of 1862 (Yamey, 1962b: 429;
French, 1977: 307). A related factor helping to explain these court decisions m a y have been
the perceived need for regular dividends in order to attract the large amounts of capital
demanded for industrial development (Edey and Panitpakdi, 1956).

Second, profit measurement for dividend distributions was still obviously required.
According to the logic of the double entry equation, a definition of capital implies a
definition of profit, especially w h e n the purpose of restricting dividends to profits is to
maintain capital. The courts, however, refrained from linking the two concepts. Therefore,
it was entirely natural for directors to continue to look to their accountants for guidance in
profit measurement. For the great majority of companies, profit measurement would have

8

In particular, the failure to expose the logical weakness in the so called "classic and always quoted
pronouncement of the [Lee] doctrine" (Yamey, 1962b: 434) of Lindley LJ that:
Perhaps the shortest way of expressing the distinction, which I a m endeavouring to explain, is to say
thatfixedcapital m a y be sunk and lost, and yet that the excess of current receipts over payments m a y
be divided; and that floating or circulating capital must be kept up, otherwise it will enter into and
form part of such excess, in which case to divide such excess without deducting the capital which
form part of it will be contrary to law.
Johnston and others (1983: 131-32) pointed out the errors in the analysis of the opinion of K a y LJ w h o
supported Lindley LJ but did not challenge Lindley's extension of the doctrine, which these authors quoted
in these terms:
The paid up capital of a company cannot lawfully be returned to shareholders under the guise of
dividends or otherwise ... but paid-up capital which is lost can no more be applied in paying
dividends than in paying debts. Its loss renders any subsequent application of it impossible.
The whole argument is based on the fallacy of identifying the share capital of a company with particular assets,
rather than the s u m of m o n e y which represent the shares. Even fixed assets in the which "the capital" is
invested and which haveretainedtheir value cannot be used in payment of debts. The position is no different
once the identity of thefixedasset is lost either by conversion into cash, or by being exhausted through use in
the business. B y not having to provide for the depreciation of wasting assets the extended interpretation of
the doctrine provided a ready and easy method for the return of capital under the guise of a dividend something the doctrine w a s intended to avoid.
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continued, as before, according to the accepted accounting conventions9.

Accountants were loud in their denunciation of the new rules. Indeed, their indignant
protests, their sense of moral outrage demonstrates h o w strongly they felt about the
violation of accounting principles, especially the principles of cost allocation and realisation.
Y a m e y (1962b) quotes several letters which appeared in The Accountant at the time as
evidence of their anger. Sir W o o d b u r n Kirby, a well-known chartered accountant stated
"that in his opinion it w a s contrary to all principles of commercial accountancy to write up
the value of afixedasset and apply the surplus so obtained to meet a deficit on trading, and
also that it w a s an accepted principle of commercial accounting that nothing should be taken
into profit unless it w a sfirstrealised" (Johnston and others, 1983: 134)

It is my contention, therefore, that the effect of these decisions on accounting practic
have been exaggerated; what they did do w a s to deal a psychological blow to accountants.
The independence of the internal accountant has never been strong, particularly in the
absence of authoritative professional standards. At a time w h e n accounting and auditing
were emerging as a profession, these legal decisions were a blow to its growing authority,
not only throwing accountants into disarray but also weakening their position with directors.
The directors no doubt took note of the freedom accorded them provided they acted
honestly. The stage w a s set for m e n of business to manipulate profits for the purpose of
dividend equalisation by the use of secret reserves. The existence of secret reserves came
to be regarded as a "hallmark" of a sound business.

If Pixley (1881: 130) can be considered as representative of accounting thought at that
then secret reserves had no place in it. After enjoining the auditor to satisfy himself that
liabilities had not been understated nor the assets overestimated he addressed the opposite
evil in these words:

9

Both Gower and Y a m e y support this contention. "After a few years, therefore, the Courts abdicated almost
completely in favour of accountants and their businessmen clients" (Gower, 1969: 116). "It was the
accounting conventions and not the legal requirements that in practice imposed the realrestraintson the
calculation of divisible profits" (Yamey, 1962a: 41).
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... while it would be very improper for the Directors to intentionally deceive their
Co-partners in any particular, yet in m a n y instances it would be very unfair to
themselves and to the Shareholders, as well as very impolitic, to either overstate the
liabilities or to understate the assets (underlining added).
Dicksee (1892: 135-37) expressed a professional reaction of his day when he wrote:
... the recent decision in the case of Bolton v The Natal Land Co., however
unsatisfactory it m a y be in m a n y ways does m u c h to relieve the Auditor of
responsibility upon this point, it having been decided that the defendant company
were entitled to treat an assumed rise in the value of their lands as profits available
for dividend ...
... it appears to be entirely at the company's own option whether it bases its Balance
Sheet upon facts or fancies, and whether it chooses to declare, or not to declare, a
dividend upon either a profit or a loss ...

... the Auditor ... in the absence ofmala fides ...inherits but little responsibility. He
should, however, be very careful about the good faith with which the valuations or
revaluations are made, and although he has no power to influence the Management
in the exercise of their bona fide discretion, yet it would appear to be his duty to
sufficiently acquaint the shareholders with the facts of the case to enable them to
intelligently exercise their o w n discretion as to whether or not they will pass the
accounts in the form in which they are submitted to them. Thus where the assets are
stated below their certainly k n o w n value (forming a secret reserve), or above their
certainly k n o w n value (forming a secret deficit) at least the bare facts should be
mentioned in the Auditor's certificate. Again, there are limits to the extent with
which a secret reserve should be played with, for the sake of equalising dividends:
and, yet again, it is very undesirable that valuable assets should be omitted from the
Balance Sheet in toto ... (His use of "certainly k n o w n value" makes sense and
consistency only if interpreted to m e a n going concern value.)
Dicksee's anguish is apparent. And if directors can write up in good faith so, too, they
write down. The use of secret reserves received an apparent legal blessing so m u c h so that
their use later became widespread. Unfortunately there are limits to the extent to which

dividends can be paid in the absence of revenue, a factor brought home in the 1931 Kylsan

case to be discussed later. Directors had their knuckles severely rapped for taking free
in accounts too far, and accountants as auditors were forced to share some of the blame.

It would have been an incredible irony if they had been held solely accountable. Yet thei
professional independence may have been compromised to a degree not suspected

In reviewing accounting developments before and after the 1931 Kylsant case (Royal Mail
Steam Packet Co) Edwards (1976: 297) commented on the growth of secret reserves as
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follows:
The fact is that during thefirstthree decades of the twentieth century secret reserves
had achieved almost complete approval and respectability. They had received the
approval of the court in 1906 and the implied approval of the Green Committee in
1925 and the legislature in 1928. Secret reserves commended themselves to
company chairmen generally, and were regarded as " ... one of the cornerstones of
modern company finance".
I have previously expressed the opinion that the legal changes initiated in 1889 had provided
a business environment favouring their use by directors. The reference in the above quote
to their "approval of the court in 1906" is to the comments of Buckley J in the N e w t o n v
Birmingham Small A r m s C o Ltd case that:
assets are often, by reason of prudence, estimated, and stated to be estimated, at less
than their probable real value. ... The purpose of the balance sheet is primarily to
show that thefinancialposition of the company is at least as good as there stated,
not to show that it is not or m a y not be better (Johnston and others, 1983: 78)
While it is possible to interpret Buckley's statement as support for secret reserves, his
intention to support their use is far from clear. His intended meaning (in 1906) of "their
probable real value" would possibly refer to the market values of thefloatingassets, but it
is difficult to suggest what he intended with respect to fixed assets. The latter part of his
statement could be read as being consistent with going concern valuation, or the valuation
of assets under the monetary model, meaning that the assets are expected to realise either
through conversion into cash or through use (and conversion into revenue) not less than the
amount at which they are shown. O f course, the greater this gap, the greater the future
profit. Furthermore, to measure the non-monetary assets at their N R V w h e n this exceeds
their cost would be to anticipate profits. Hence, the above type of statement incorporates
an element of truth in relation to H C A profit measurement. But just h o w m u c h "better" the
position m a y be in comparison with that disclosed in the balance sheet will depend on the
company's buying and marketing policies, including the ability to maintain a high mark-up
over cost, luck and the assessment of the market. The use of secret reserves arose from the
court prescription granting directors freedom in matters of account, and in no w a y did
accountants or auditors have the authority or independence to arrest their use

Yamey (1960: 15-16) noted two features of secret reserves which are recounted because
he then went on to assert wider significance for them following the 1948 Companies Act
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which supposedly outlawed their use - the claim that these features applied to "accounting
statements prepared strictly in accordance with accounting conventions". The features
were:
First, the building up of secret reserves often implied the re-investment of profits
without the shareholders being aware even of the amount that w a s being re-invested.
This extreme lack of information is in striking contrast with the compulsory
disclosure of information in the prospectus w h e n a company raises funds on the
market.
Second, the building up of secret reserves meant the understatement of profits in the
years in question. In so far as reported profits are taken into consideration by the
capital market, this w a s against the interests of shareholders w h o disposed of their
holdings in those years.

With the use of secret reserves widespread throughout the first three decades of the
twentieth century, presumably not all of the market would have been fooled. The amount,
and whether permanent or temporary, of the "re-investments" would provide a strong
indication of the existence of secret reserves. But of course those with inside knowledge
or good advice would have an advantage.

However, Yamey (1960) appears to go too far in arguing that conventional accounts ... do not tell the shareholder h o w m u c h the company could, in law, distribute as
dividends, and therefore he does not k n o w what amount, in fact, is being reinvested. This is so partly because the accounting conventions governing the
calculation of periodic profits are less permissive than the law would require.
T w o points are relevant to this criticism. First, Y a m e y appears to have overlooked the first
of the legal rules: namely, that the measurement of periodic profit is a matter for the
directors and members of the company to decide in accordance with the articles, and that
in the absence of fraud or bad faith, the courts will not interfere. H e apparently assumed
that the "real profits" are the "most liberal" which the court would be prepared to approve
if the measurement were challenged. Second, although acknowledging the uncertainty of
the law, he apparently assumes a flow of funds to the entity available for re-investment
which have not been reported, irrespective of whether this is justified by the profit concept
being applied. This is simply not the case if periodic monetary profit has been properly
measured according to the principles of H C A . All revenue should have been taken into
account, as well as any further capital or loan funds received. O f course, the depreciation
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expense for the year will be available for use within the business as the directors m a y decide,
including re-investment.

Yamey (1960: 16) further asserted that the basic accounting conventions "to some extent
... lead to an equalisation of reported profits over a period of years - an effect deliberately
intensified by the use of secret reserves". This he believed to be "implicit" in the "tendency
to eliminate unusual, abnormal or non-recurrent gains or losses from the profit calculations"
This comprises a hotch-pot of items which m a y have confused Yamey. Abnormal and
exttaordinary items were then reported separately but within the profit statement, and there
was notliing secret about their disclosure. The Jenkins Committee, to w h o m his arguments
appeared to have been addressed, had yet to recommend clarification of the law regarding
capital gains, and some companies m a y have been crediting any realised capital gains to a
capital reserve. But again, post 1948 this would have been disclosed. A n d if he intended
to refer to unrealised capital gains, appreciation in the market value of the company's land
and buildings, for example, then there is no cash flow to finance a dividend or available for
re-investment. A n y revaluations should similarly be disclosed.

Before concluding this discussion on secret reserves, it should be acknowledged that oth
writers (Chambers, 1966; Sterling, 1970) believe that reliance on a cost based approach
facilitates the use of "secret reserves" to the extent that the market values of non-monetary
assets exceed their cost, or written d o w n cost. This is a consequence of the use of the
realisation concept in accordance with the objectives of the monetary model.

It

demonstrates one of the limitations of attempting to use a model for a purpose for which it
was not intended, and is one of the reasons I advocate disclosure of the market values of all
assets in Chapter 10. Both Chambers and Sterling would also reject this "different models
for different purposes" approach, arguing that a model based on market values would serve
all purposes.

Acceptance of a professional responsibility for the content of, and disclosure in,
financial statements

The accountancy profession simply did not exist as an organised body mid-nineteenth
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century. And, following its emergence, it w a s to be many years before responsibility for
promulgating recommendations on accounting principles w a s assumed.

In the early

formative years bankruptcies and liquidations absorbed most of its energies (Parker, 1965:
159). The Companies Act of 1900 requiring every limited company to appoint an auditor
was seen as a great boon to the profession, Howitt (1966: 42) describing it as "undoubtedly
the most significant piece of legislation from the council's point of view". The number of
companies is estimated to have risen from 6,300 with a capital of S B 80 milhon in 1880 to
29,730 with a capital of &. 1,622 million in 1900. From 1907 all public companies were
required tofilean audited balance sheet with their annual return, no doubt providing further
employment for accountants.

Four leading accountants, including James Martin and Sir William Plender, were included
in the Wrenbury Committee appointed by the Board of Trade in 1918 to review the
Companies Acts of 1908-17. Presumably by this time the difficulties discussed earlier of
"overall accounting" (Pollard, 1965) were largely overcome. The Committee did not feel
able to recommend that a profit and loss account should befiledannually with the accounts
since "such a requirement might give individual traders an unfair advantage over
companies". Comparative secrecy became the reason for not disclosing trading results. N o
legislation was enacted as a result of its report. The position does not appear to have been
changed significantly w h e n the Institute of Chartered Accountants in England and Wales
( I C A E W ) advocated in evidence to the Greene Committee of 1926 that "the question of
accounts was best left to the directors and that 'it was impossible to protect fools from their
folly'" (Johnston and others, 1983: 8)

The enormous change in the attitude of "non-interference", from that presented in evid
before the 1926 Greene Committee, to that presented in evidence to the 1945 Cohen
Committee calls for an explanation. Johnston and others (1983: 9) note that contributing
factors m a y have been the "unfortunate economic circumstances of the early 1930s and
changes in general economic conditions and social philosophies ..." This latter view is
supported by Bircher (1988).

However, the issue in 1942 of recommendations on

accounting principles heralded a marked change in the attitude of the I C A E W , which was
reflected in its recommendations to the Cohen Committee. Hence, the event which caused
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this wholesale change in attitude was the 1931 the Kylsant case10. T o use de Paula's (1948:
35) words, "the profession had gone on happily and satisfied that all was well, when
suddenly, out of a blue sky, an atom bomb fell that shattered our self-complacency and

startled and shocked the public". In matters of financial statements it enabled account
to step out of the shadow of directors and assume a full professional role.

Surprisingly, it was not until 1952 in Recommendation N15 Accounting in Relation to
Changes in the Purchasing Power of Money that we find a clear statement of the purpose

of annual accounts, and the relevant concept of profit expressly mentioned11. Paragraph
reads as follows:
The primary purpose of the annual accounts of a business is to present information
to the proprietors, showing h o w their funds have been utilised and the profits
derived from such use. It has long been accepted in accounting practice that a
balance sheet prepared for this purpose is an historical record and not a statement
of current worth. Stated briefly its function is to show in monetary terms the capital,
reserves and liabilities of a business at the date as at which it is prepared and the
manner in which the total moneys representing them have been distributed over the
several types of assets. Similarly a profit and loss account is an historical record. It
shows as the profit or loss the difference between the revenue for the period covered
by the account and the expenditure chargeable in that period, including charges for
the amortisation of capital expenditure. Revenue and expenditure are brought into
the account at their recorded monetary amounts. This basis isfrequentlydescribed
as the historical cost basis and in this statement the expression "monetary profits"
is used to denote profits so computed.

Similar terms were used in evidence to the Jenkins Committee a decade later, and quoted
with approval by that Committee. This is striking to the heart of the matter. The role
10

Readers arereferredto Edwards (1976) for a discussion of the impact of this case, including the evidence to
the 1926 Greene Committee, the significance of the Companies Act of 1928 and the conflicting roles played
by the two leading professional bodies. In addition, the acquittal of the auditor, Moreland, is described by bis
defense counsel Hastings (1962).

ti

Recommendation N 8 Form of Balance Sheet and Profit and Loss Account did not discuss the concept of profit
measured in annual accounts. Neither was the nature of the balance sheet brought out. N 1 5 superseded N 1 2
Rising Price Levels in Relation to Accounts of 14 January 1949. The discussion in N I 2 appears superficial.
And the issue m a y have been pre-judged as the Institute had received a legal opinion confirming the position
taken in earlier recommendations (N9 and N 1 0 ) that amounts set aside out of profits to meet a possible
increase in replacement costs were "matters of financial prudence" of "The nature of reserves and should be
treated as such in the accounts" (paragraph 14).

271

profit measurement was recognised, and the monetary concept of profit explicitly mentioned
for thefirsttime in the recommendations of the Institute. The disappointing aspect of
Recommendation N I 5 was that, after a good discussion of the issues, it failed to relate the
different concepts of profit to the different purposes for which they were suited, and the
particular recommendations did not differ markedly from previous positions, although
experimentation was encouraged. But it did not really c o m e to grips with price level
accounting as might have been expected. However, there can be no doubt that the monetary
profit concept was specifically recognised and described.

A surprising anachronism appears to have occurred in the recommendations of the ICAEW
Recommendation N 1 8 Presentation of Balance Sheet and Profit and Loss Account of
October 1958, superseding N 8 , included the unsatisfactory statement of the function of a
balance sheet adopted by the Cohen Committee from evidence of the I C A E W while
overlooking the improved statement of the function of annual accounts to be found in N I 5
of 1952, quoted above, and endorsed by the Jenkins Committee. The more recent
developments in the U K regarding the issue of Statements on Standard Accounting Practice
are not considered here. The work of the Cohen Committee is n o w considered.

The 1945 Cohen Committee

As a result of the recommendations of the Cohen Committee sweeping reforms to the
accounting and auditing provisions of company law were enacted in the 1947 Companies
Act, becoming the 1948 Companies Act on consolidation. Fixed assets were to be shown
at cost or valuation with the total of accumulated depreciation or amortisation shown as a
deduction. Secret reserves were outlawed, and all movements in reserves were to be
disclosed. Consolidated accounts were introduced for a group of companies operating as
a single entity under the control of a holding company. Shareholders were entilted to
receive an audited profit and loss account as well as an audited balance sheet two weeks
before the annual general meeting at which they were to be considered. In addition to
complying with detailed statutory disclosures, an overall requirement for accounts to give
a "true and fair view" w a s imposed.
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This part has several purposes. First, to highhght the substantial agreement on accounting
principles in evidence submitted to the Cohen Committee, including the basic accounting
concepts underlying the submissions of the I C A E W which apparently were deterrnining.
Whereas differences between the I C A E W and the Society of Incorporated Accountants and
Auditors (SIAA) had been used by the Board of Trade to thwart the efforts of the SIAA,
particularly the reforming zeal of its onetime chairman, M r Henry Morgan, throughout the
1930s (Bircher, 1988), the I C A E W established a Taxation and Financial Relations
Committee in 1942 which sought and received authority to issue recommendations on
accounting principles. The recommendations issued in the name of the Council of the
I C A E W , as previously stated, heralded a marked change in the attitude of the I C A E W to
reform of accounts (de Paula, 1948:37).

Second, to analyse the views of two of the accounting participants in the deliberat
Cohen Committee. These were M r Kettle, later president of the I C A E W w h o was selected
as the sole accountant member of the Cohen Committee with support from the Treasury for
w h o m he had acted as an adviser; and M r de Paula, thefirstnon-practicing public
accountant to serve on the Council of the I C A E W . Part of the motivation for this analysis
is to ascertain their views with respect to going concern value and the revaluation of fixed
assets. Finally, it is suggested that legislative approval of the revaluation offixedassets may
have been due to an "historical accident".

The Cohen Committee was established following representations of a senior department
officer, Hodgson, to H u g h Dalton, thefirstLabour President of the Board of Trade, rrom
outside the W a r Cabinet. H e obtained the support of a colleague within Cabinet, William
Jowitt, and also that of Kingsley W o o d , a Conservative and Chancellor at the time. The
Committee was formally appointed on 26 June 1943 (Bircher, 1988). In retrospect, the
delay between the 1931 Kylsant case, if indeed it w a s the major catalyst for change, and the
appointment of the Committee was surprising, and does not appear completely explained
by differences between the two professional bodies. It is interesting that Hodgson, the
source of a departmental recommendation in 1937 advising against a general review of
company law, had n o w been persuaded of the need. A further attempt at reform in 1939
was overtaken by urgent work due to the war emergency.
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Thus, established with bi-partisan support and widespread recognition of the real need for
reform, the Committee produced a unanimous report in June 1945 recommending wholesale
changes.

Its recommendations were virtually adopted in total by the then Labour

Government. The Companies Bill w a s introduced into the House of Lords on 5 December
1946 by Lord Jowitt, then the Lord Chancellor ( B P D 1946-47 V. 144: c.631), and received
the Royal assent on 6 August 1947. In introducing the Bill the Lord Chancellor stated that:
I think that the best safeguard is to ensure that the fullest information is given to
shareholders through the statement of accounts, even though the individual
shareholder may not always realize what is involved in these accounts, it should be
revealed to the skillful reader. I do feel if adequate information is forthcoming,
informed opinion will be brought to bear upon the management This is the principle
of freedom of publicity which, on the whole, has worked well, and to which w e
attach the greatest importance (c. 1004).
He went on to quote Clause 13 of the Bill - "an important provision" - imposing the
statutory "true and fair view" standard on the balance sheet and profit and loss account.
Later Lord Jowitt commented that "I tJiink that all quarters of this House will wish this Bill
well, as being a real attempt by a powerful Committee tofillthe gaps which experience has
shown to exist in our Company L a w " (c. 1011). His only reference to the subject of capital
maintenance was in response to a question regarding the exercise by the Board of Trade of
power to exempt banking and other companies from the provisions requiring disclosure of
transfers between reserves and the profit and loss account. H e stated that:
A n essential condition will be that if a company pays a dividend otherwise that out
of the profits of the year, the fact will have to be indicated clearly in the accounts,
or by w a y of note. ... Generally it is intended to secure that the accounts should give
a fair picture of the company's position, in the sense that it m a y be an
understatement, but never an overstatement ( B P D 1946-47 V.146: c.724).
The latter sentence is reminiscent of the comments of Justice Buckley in the 1906 case of
Newton v. Birmingham Small A r m s C o m p a n y previously discussed under secret reserves,
which were outlawed by the legislation under consideration.

Viscount Swinton, who had set up the 1926 Greene Committee when president of the Board
of Trade, in offering bi-partisan support for the general principles of the Bill, showed an
understanding of the relationship between the balance sheet and profit and loss account by
commenting that "[w]hat goes into the balance sheet from the profit and loss account
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depends on whether the profit and loss account is properly m a d e out. Obviously the two
ought to go together, and the auditors and directors ought to accept responsibility for both"
( B P D 1946-47 V.144: c.1015).

Sir Stafford Cripps, President of the Board of Trade, opened the Second reading debate
the Companies Bill in the C o m m o n s . H e referred to its introduction in "another place" (the
Lords) "where it has received a most careful and meticulous examination from many very
distinguished lawyers and industrialists ... and emerged a better Bill ... some 360
amendments m a d e without a single Division, and this has led to the modification of some
of the original proposals of the Cohen Committee ... but the fundamental recommendations
of the Committee very largely remain in the Bill as it is n o w " ( B P D 1946-47 V.438: c.586).
H e went on to outline Clause 13, and referred to the requirements for both accounts and
group accounts in the First Schedule which, he stated, "are in accord with the accountancy
standards of the best companies" (c.589). But in one area - that of secret reserves - he
claimed that the requirements for disclosure went beyond the practice of most companies
Disclosure of the names of the ultimate beneficial owners in respect of nominee shareholders
proved to be an area too difficult to deal with by this legislation

The submission of the ICAEW to the Cohen Committee signalled a marked change of
attitude to accounts with a caution against recommendations which might "encourage
directors of companies to furnish only the minimum of information prescribed ..or [which
might] discourage initiative in devising n e w and better methods of presenting accounting
information" (Edwards, 1980, VII: 164). Consistent with that approach the submission
argued against "a standard form" for accounts. Then followed its oft quoted definition of
a balance sheet commented on earlier.

The ICAEW also recommended against general use of the term "value" in the legislation a
it was often equated to "net worth". But the legislators were unable to find an alternative,
although the Cohen Committee clearly favoured the cost basis. Current assets, defined as
"cash and assets held for conversion into cash", w a s preferred as a term tofloatingassets,
and directors were required to express an opinion whether the current assets had a
"realisable value of at least the amount stated". Fixed assets were described as assets held
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'for the purpose of earning revenue". It w a s recommended that the term "reserve" should
be only applied to a "clear reserve", that is, one not "earmarked" for any particular hability
or contingency, and that all movements in reserves should be disclosed. These are the main
points to be highlighted for profit measurement from the submission of the Institute.

Enter de Paula (1948a) with his own submission to the Cohen Committee, written before
he had seen that of the I C A E W . It included an elaboration of "going concern" valuation,
which is relevant to m y analysis. Butfirst,something of his background. The Foreword to
his book was contributed by Sir Clive Baillieu w h o wrote in the following terms:
Mr. de Paula has long held an honoured place a m o n g the leaders of his profession.
H e has devoted his life to raising accountancy standards, to simplifying the form and
presentation of accounts, to establishing budgetary control andfinancialplanning,
to improving business organization and developing techniques to meet the growing
scale and complexity of modern business.
H e has brought to this task, not only great technical knowledge, but a sustained
enthusiasm and a gift for lucid and clear exposition which enlivens even the most
difficult of subjects.
His audience has embraced the best elements in the professional, academic and
business worlds of our time and generation. A s a teacher for over twenty years in
his o w n profession, as professor of accountancy and business organization in the
University of London, as Controller of Finance of a great manufacturing business,
he has gradually evolved and applied in practice the basic principles which are
recorded in this book.
H e has been a real pioneer, blazing a trail which has led by stages to the
recommendations of Mr. Justice Cohen's committee and to the recent passing of the
n e w Companies Act.
In a profile of de Paula, Zeff (1974: 6) wrote of h o w , during the 1920s, he "divided his time
between accounting practice and university lecturing, ... and began to read widely in the
American literature on n e w ideas in the presentation of accounts". A s the chief accounting
officer of the Dunlop Rubber C o m p a n y Ltd he persuaded the Board of that company in
1930 to issue the 1929 accounts classifying assets using the current/fixed distinction, and,
in another innovation, proposed dividends were included as liabilities. In a further British
first, Dunlop's 1931 Directors' Report included a review of thefinancialresults. Amounts
in the 1931financialstatements were rounded to even pounds, and comparativefigureswere
included. The presentation of consolidatedfinancialstatements as well as the usual accounts
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of the parent company in Dunlop's 1933 accounts w a s also acclaimed. Thus he w a s ideally
positioned to put forward views on the reform of accounts.

Furthermore, de Paula was the first vice-chairman of the Taxation and Financial Relation
Committee with representation from both practicing and non-practicing accountants, when
it was established in 1941 by the General Council of the I C A E W . The General Council was
then comprised wholly of members in public practice, and thus de Paula's election was
significant. H e quickly became the driving force of that committee, serving as its chairman
between 1943 and 1945. In 1943, in recognition of his standing, he w a s selected for the
General Council of the I C A E W , and remained on that body until his retirement in 1950
(Zeff, 1974).

The most important aspect of de Paula's submission for my analysis is the light it can
on his concept of "going concern" value. H e explained the amounts at which fixed assets
should be stated in the balance sheet in these terms:
Section 123 (2) should provide that in their annual report the directors should be
required to state that the values at which thefixedassets are stated in the Balance
Sheet represent, in their opinion, fair values upon the basis of the undertaking
continuing as a going concern and in accordance with accepted accounting principles
consistently maintained (Paragraph 15).
In addition, in paragraph 16 (d) a similar statement regarding current assets was included
and in paragraph 18 he expressed the opinion that, in the past, "the Balance Sheet has been
generally regarded as the all-important statement, but I respectfully submit that the Profit
and Loss Account is of equal if not greater importance. ... the true value of a business
undertaking is its capacity to earn profits". His list of 17 items to be disclosed in the Profit
and Loss Account included "(h) Depreciation of Fixed Assets" and "(1) Losses and charges
which do not represent normal charges attributable to the current year or period (reasonably
classified)".

As de Paula's submission dealt largely with accounting matters, Justin Cohen asked Mr
Kettle to put questionsfirst.Kettlefirstsought and received confirmation that de Paula was
in general agreement with the recommendation of the I C A E W (Q.9835). In Q.9862 Kettle
drew attention to de Paula's statement on the valuation of fixed assets and then went on to
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ask whether de Paula agreed that the value of thefixedassets is "very largely dependent on

earning capacity", de Paula agreed. The subsequent questions with answers shown in ital
which are central to the interpretation of "going concern value" are reproduced.
9863. Would you further agree that the Balance Sheet is a historical document
which shows what expenditure a company has made, what provisions it has made,
and that it does not attempt in any w a y to show the realizable value, the replacement
value, or in fact the going concern value of the assets?
No, I say it does show the going concern value.
9864. I thought you agreed with the suggestion that the going concern value of the
assets is dependent on the earning capacity?
The going concern value is represented by the cost of the acquisition less a proper
allowance for wear and tear. As to whether the directors have invested the capital
wisely or unwisely will be shown by the earnings of those assets.
9865. So that you are not suggesting that in giving the certificate as to fair value the
directors should m a k e any computation based upon the profits?
None whatever; simply on what they spend, less a provision for reasonable
depreciation of those assets that are wearing out. That is fair going concern value
which, I suggest, the directors should confirm.
9866. M y difficulty is in the use of the words "fair value", because a fair value
means a differenttiling,I suggest, to the shareholders than the interpretation which
you are seeking to put on it.
/ have said, "upon the basis of the undertaking continuing as a going concern ";
I pin it to that.
9867. I know, but are the two necessarily compatible? Y o u say, "fair values upon
the basis of the undertaking as a going concern." That is one thing. The other is a
fair statement of the cost of those assets and the depreciation consistently provided
on an adequate basis. If you had limited yourself to the latter I could understand it
That is what I intend, that is to say the cost and reasonable depreciation for those
assets wearing out.

Thus, on the basis of this questioning and the answers it appears that the opportunity t
provide a fuller explanation relating "going concern value" to earnings, or prospective

earnings slipped away. It seems that de Paula did genuinely believe that, at least at so

stage or perhaps intuitively, that there was more to going concern value than simply cos

less depreciation. As the issue is complex, the answer would not have been obvious. Firs

he would need to have shown that earnings were being used in two different senses in the
above exchange; future expected earnings and periodic earnings for a completed period

The market value of the enterprise, and of a particular asset, depends on the future ex

earnings. In the case of valuation of the company as a whole, investors through their sh

transactions would provide the relevant market valuations, using past earnings together
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other relevant information to estimate future earnings.

Second, he would have then needed to explain that the amounts at which the assets appear
in the balance sheet reflect their significance in the profit generation/measurement cycle. In
measuring monetary profit, expenses - economic resources consumed - are brought in at
their actual cost. Again, if any of the assets were shown at amounts exceeding their future
profit earning capacity they should be reduced accordingly to their recoverable amount
Market values should not be used directly in the measurement of assets because to do so
may anticipate profits, contrary to the realisation concept. The analogy of a pair of scissors
cutting cloth could be used to explain the monetary, or H C A going concern concept of
profit; one blade is revenue based on executed contracts, and the other is the cost of
economic resources consumed - also based on completed contracts for the cost of the
services.

Returning to fixed assets, de Paula did not deal directly with the concept of "fair goin
concern value" when their recoverable amount fell below cost less depreciation. Yet he was
well aware that this could happen, particularly in the case of obsolescence - "a factor no one
can calculate" (Q.9848), and therefore, to be provided for out of reserve. But what, then,
did he intend should be included in the apparently "catch-all" item (1) for abnormal "losses
and charges"? W h e n the chairman returned to the issue of obsolescence, asking "does not
everything become obsolete some time?" (Q.9939), de Paula appeared to concede ground
by replying "I suppose it does ... [but in contrast with depreciation] obsolescence ... cannot
be foreseen." N o r did he discuss the case where the depreciation calculation proved to be
incorrect, assiiming not enough to have been written off, for example. The need to reduce
such an asset to its recoverable amount has been argued in Chapter 6. A related point is the
relationship of the amounts calculated for periodic profits over time; that is, whether the
profit statement be regarded as continuous.

It is surprising that issues like these, and the legal decisions which went against the
of accountants, were not raised in the submission of the I C A E W , nor apparently discussed
by the Cohen Committee. Presumably, accountants would have read Edwards (1938)
articles in The Accountant arguing that present values were the ideal measurements to be
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used in accounts, and would have formed an opinion on such a controversial issue.

Both Kettle and Hodgson questioned several witnesses on the use of market values in
accounts. In Q.9973 Hodgson asked de Paula: " D o you contemplate that the figures
appearing in regard to fixed assets will fluctuate year by year in accordance with value
changes?" to which he received the reply: "I say, 'on the basis of a going concern'. That is
the gross cost less reasonable depreciation, not the saleable value or the replacement value."
M r Watson asked de Paula if he wished to "eliminate, if possible, the habit of material
under-statement in accounts?". H e received a positive answer, perhaps indicating the main
reason for de Paula's use of the term 'fair". In questioning de Paula on the meaning of
capital reserves, the chairman in effect asked whether unrealized surpluses on the revaluation
offixedassets and share premiums should be treated as "things they [the directors] could
not legally touch" (Q.9936). de Paula agreed, and also agreed that the treatment (whether
distributable or not) of "realized accretions to capital" could be left to the discretion of
directors.

Yamey (1962a: 40) drew attention to the fact that "since 1945 some companies have begun
to restate the accounting values of fixed assets from time to time". The need to finance
asset replacement at inflated prices was given as one of the reasons for "this departure from
traditional practice". Revaluation refers to the restatement of the amount at which fixed
assets are recorded (that is, an increase above the cost or cost derived amount) with a
consequent increase in depreciation expense of depreciable assets.

Revaluation of assets is contrary to the concepts of the monetary model, offending agains
rules for recognition of revenue in the case of trading stock and against monetary cost
allocation in respect of fixed assets subject to depreciation. Revaluations break the
relationship with contracts, the fundamental measurements and their associated cash flows,
thereby compromising the essential nature of the balance sheet. Moreover, reserves of a
fundamentally different character to retained profits are introduced. In endorsing the wellk n o w n statement of the function of a balance sheet submitted in evidence by the I C A E W ,
the Cohen Committee of 1945 accepted the view that the balance sheet was not a valuation
statement. Furthermore, it added the following rider:
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Moreover, if a balance sheet were to attempt to show the net worth of the
undertaking, the fixed assets would require to be revalued atfrequentintervals and
the information thus given would be deceptive since the value of such assets while
the company is a going concern will in most cases have no relation to their value if
the undertaking fails (paragraph 98).

Against this clear expression of view, the framing of the recommendations of the Cohen
Committee m a y have been used, unwittingly, for legislative approval of revaluation of fixed

assets. A proviso to recommendation (1) requiring disclosure of the cost of fixed assets
the accumulated amount provided or written off for depreciation, read:
(ii) where a company has adopted for purposes of its accounts a valuation of fixed
assets such valuation shall be substituted for the amount previously attributed to
such fixed assets, and the date of the valuation shall be stated (paragraph 100).
(The reference to paragraph 100 is included in the actual report.)
In view of its significance to this question, paragraph 100 is quoted in full:
100. Fixed assets. There is no uniformity in the method of arriving at the statement
offixedassets in balance sheets. W e consider that the proper course is to show the
cost of the fixed assets in existence at the date of the balance sheet under
appropriate headings and separately as a deduction therefrom the aggregate amount
provided or written off for depreciation under each heading, though w e recognise
that this will not always be practicable or at any rate immediately practicable in the
case of companies which bought an existing business for a lump sum or where
adequate inventories and other records are not available to enable thefiguresto be
separately stated. If proper records of newly acquired assets are maintained in
future,, a statement in the form w e triink desirable should in most cases be practicable
when the old assets have been replaced. In the case of certainfixedassets, such as
loose tools, which are subject to renewal within comparatively short periods, it is not
always practicable to ascertain in detail the cost and depreciation of the specific
assets in existence. W h e r e it is not practicable, w e triink that assets of this nature
should appear in the balance sheet at a valuation. It is, however, the recognised
practice of m a n y companies carrying on the business of public utility undertakings
to follow the practice adopted by some companies incorporated under special Acts
of Parliament and to provide for the replacement of theirfixedassets either by the
establishment of renewal reserves against which is charged the cost of replacing
assets, or by charging the cost of replacement direct to revenue; w e cannot see our
way to recommending the abolition of this practice so far as public utility companies
are concerned since so many of them are not governed by the Companies Act. That
being so, w e do not think it practicable to require a statement offixedassets in the
balance sheets of public utility companies in the same manner as w e suggest such
statements should appear in the balance sheets of other companies (59). (Underlining
added.)
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The view of the Committee that only two exceptions were to be permitted seems clear, and
with the first proviso allowing exemption for public utility companies, only loose tools
apparently remained to be accommodated under the second proviso, (ii), quoted above. In
other words, the Committee did not intend a blanket approval for revaluations generally.

May (1943: 99) suggests that the concept of quasi-reorganisation used for downward
adjustments could also be applied to recognition of increases in value, requiring the
readjustments in either direction "to be disclosed and approved by stockholders with
substantially the same formality as would be required to effect an actual reorganisation".
Reorganisation without Court approval would constitute a danger were revaluation reserves
freed for future distribution as dividends. This issue is returned to shortly in the discussion
of the Jenkins Committee report. This part is concluded with a quote from de Paula (1948b:
32) writing shortly after the passage of the 1947 Companies Act in these terms:
Under the Companies Act it is clear that the annual accounts of a company are
purely domestic documents and represent the rendering by directors of an account
of their stewardship. There are two main purposes,firstlyto give to the proprietors
a true and fair view of the results of the company's revenue transactions, and thus
to show what profits (if any) are available for distribution, and secondly to give a
true and fair view of thefinancialposition of the company at the end of its financial
year.
It is not possible for accounts to be prepared upon a multi-purpose basis. The
purpose governs the particular conventions to be applied in each particular case
Stewardship and capital maintenance, through profits available for dividend, are both
endorsed.

The 1962 Jenkins Committee

One of the most quoted statements of the Jenkins Committee is that "[ajccounts prepared
on the historical cost basis m a y need to be accompanied by supplementary information in
order to give shareholders the true and fair view required by the Act" (paragraph 334).
These words apparently have lead some writers to conclude that revaluations offixedassets
should be applied generally in accounts. Yet the Committee went against that view
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With the exception of "non-specific" assets such as land and buildings, revaluations were
commented on unfavourably in paragraphs 333,353-357. Consider, for example, paragraph
353:
S o m e witnesses, w h o think that a balance sheet should state the current value of the
company's assets, have gone so far as to propose that directors should be required
to revalue thefixedassets and show the result of the latest revaluation in the balance
sheet. This proposal is based on a conception of the function of a balance sheet
which, as w e have indicated at paragraph 333, w e think mistaken. Valuations must
obviously be largely a matter of opinion. They vary according to the basis on which
they are made, and the questions of what is the appropriate basis will depend on the
purpose for which the valuation is made. T o require a periodical revaluation of fixed
assets would, in our opinion, be to impose a most onerous duty on companies and
require them to give information which w e think would often be worthless and
misleading.
Even in the case of non-specific assets the Committee refrained from a specific
recommendation for disclosure of a current value, preferring to rely on the general
requirement previously mentioned for disclosure of additional information, and the fact that
revaluations had been sanctioned by the 1947 amendments

Since the Committee referred to paragraph 98 of the Cohen Committee Report with
approval, and strongly endorsed the much improved statement of the function of the balance
sheet which was quoted at length from the evidence of the I C A E W (see page 271) it might
be thought that the Committee was ambivalent. Certainly it agreed that historical cost
"should continue to be the basis on which accounts are prepared". Nevertheless, it went on
to say that accounts m a y need to be accompanied by supplementary information in order to
give the true and fair view required by the Act.

These views can be reconciled by taking into account the extended information required
shareholders and investors, and n o w recognised by the Jenkins Committee. T w o forces
have been responsible, one directed at clarifying and improving the historical cost basis of
traditional accounts, and the other at providing information relevant to more recently
recognised additional information needs. W h a t should be appreciated, however, is that it
is not possible to impose another measurement base on traditional accounts without
compromising their suitability for the money capital maintenance and stewardship
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information needs. Investors, for example, should be provided with details of the market
selling prices of all assets where such information is available because it is a significant
factor, particularly in assessingriskfor a highly geared company. This and other relevant
information should be reported in addition to the cost based measurements of the monetary
model, and not in substitution for them. This is one of the reasons supporting the disclosure
of the current cash equivalents of assets and liabilities in Chapter 10.

The Committee recognised, first, that "past revenue losses should be eliminated before
profits of subsequent years are distributable; thus the revenue account of a company should
be regarded as a continuous account (paragraph 350(c)); second, that provision for
depreciation, replacement or diminution of wasting assets should be obligatory (paragraph
350(i)); and third, that a realised capital profit could be treated as distributable profit
provided the net aggregate value of remaining assets w a s maintained (paragraph 350(a)).
The latter qualification should not be necessary were proper provision m a d e in the normal
course for depreciation and any losses.

The Committee also recommended that an unrealised capital surplus arising on revaluation
offixedassets should not indirectly or directly be available for dividend (paragraph 350(c)).
However, paragraph 338 apparently approved an indirect method which m a d e that possible
T o quote from paragraph 338:
N o r d o w e object to a company reorganising its balance sheet by applying such a
[revaluation] surplus in writing off past losses (both capital and revenue) provided
that all reserves (other than share premium and capital redemption reserve) have
previously been exhausted.
By using revaluation reserves to eliminate past revenue losses this sort of quasireorganisation couldfreesubsequent profits for distribution w h e n previously they would not
have been so available were the profit statement regarded as continuous over time, as
recommended by the Committee. Provided that a proper process w a s in place to approve
these kind of schemes, including safeguards of therightsof creditors, they could serve a
useful purpose.

Perhaps the Committee's greatest insight is to be found in its recognition that the conce
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of revenue depends on ownership, and that the same concept is applicable to both so called
capital and revenue transactions. T h e Committee wrote:
It is a fundamental principle or convention of accounting practice that profit is
normally established at the point of time w h e n it is realized by transfer of ownership
or completion of the services rendered. It is possible to imagine an accountancy
convention which required profits to be established at a later time, namely, w h e n
payment is m a d e or at an earlier time, w h e n a fair estimate of value can be made.
It is, however, not necessary for us to consider these alternatives because in
determining revenue profits the practice of estabhshing the profit at the time the
ownership passes - in the case of goods - usually w h e n they are delivered - has, with
relatively minor exceptions, been universally applied. ... This practice in the
establishment of revenue profits works well and w e think that, as far as practicable,
the same principle should be applied in ascertaining capital profits (paragraph 337).
However, this insight sits rather oddly with paragraph 335 in which the Committee
concluded that it would "impracticable to formulate a code of precise statutory rules capable
of dealing with every possible case" for the ascertainment and distribution of profits.
Apparently the Committee did not appreciate that formulating a rule for revenue recognition

was a good start, and that general principles rather than "precise statutory rules" were w
was needed. But then, a positive and a negative for m y analysis in the continuation of the
above paragraph:
In other words, in order for there to be a distributable capital profit there must not
only be that profit on realisation of the asset or settlement of the liability but the
directors must be satisfied that the net aggregate value of assets remaining after the
distribution of that profit will not be less than the book value so that the share capital
and reserves remaining after the distribution will be fully represented by the
remaining assets.

The positive aspect is linking the distribution of the capital profit to the concept of c

maintenance. For this purpose - calculation of profits available for dividend - whether th

source is capital or revenue is irrelevant. Of course, as a likely non-recurring item, the

capital profit would need to be separately disclosed in the profit statement. It should al
be noted that many capital profits, for example, the gain on sale of a depreciable asset,
more properly regarded as corrections of past measurements which were necessarily based

on estimates. The negative aspect arises from the suggestion present in the requirement to

check that the capital profit results in a genuine overall surplus. Were all the rules for
periodic monetary profit measurement being properly applied, a further check such as this
would be redundant.
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Perhaps reflecting the centuries old doctrine of "non-interference", the "ascertainment and
distribution" of profits w a s to be decided "by reference to the normal standards of
commercial prudence" (parargraph 335). D o e s this explain why, two paragraphs earlier in
quoting from the Recommendations of the I C A E W , the Jenkins Committee actually broke
the sentence concluding the description of H C A , omitting the latter part reading "... and in
this statement the expression 'monetary profits' is used to denote profits so computed".
This timidity eventually had to be dealt with if the law on distributable profits w a s to be
clarified. This latter task w a s attempted by the 1980/81 Companies A m e n d m e n t Acts
restricting dividends to "realized profits", but with timidity striking yet again, that expression
was left for business determination - a matter discussed in Chapter 6 in the part on the
realisation concept. Reference to paragraph 337 of the Jenkins Committee report (quoted
on page 285) would have provided the principles for deciding the matter. However, with
the report commissioned by the Research Committee of the I C A E W (Carsberg and Noke,
1989) suggesting as one possibility limiting traditional accounts to legally distributable
profits, this question m a y be on a path to resolution.

The recommendation of the Jenkins Committee relating to profit measurement, and profits
available for distribution, show a sound understanding of the monetary concepts underlying
historical cost, especially for an essentially lay committee. But it was not until the
Companies Act 1980/1981 that their recommendations overturning unsatisfactory case law
werefinallyenacted that long chapter in the reform offinancialstatements in Britain
concluded. It had taken the better part of a century to restore the accounting basis for
measurement of profit to what it had been prior to the series of legal decisions set in train
by Lindley LJ in Lee v. Neuchatel Asphalte in 1889.

In confirmation of this conclusion, Edwards (1989: 187) summarised the effects of the
Companies Act 1980/81 on the legal rules for the calculation of distributable profit as
follows:
1. T h e Lee(1889) and Verner (1894) decisions overruled; depreciation must be
charged w h e n computing distributable profits.
2. Lubbock v British Bank of South America (1892) confirmed; dividends m a y be
paid out of realised capital profits.
3. Foster v New Trinidad Lake Asphalte Co. Ltd (1901) confirmed; before a
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realised capital profit m a y be distributed, provision must be m a d e for any excess of
unrealised losses over unrealised profits resulting from a revaluation of the
company's remaining assets.
4. Dimbula Valley (Ceylon) Tea Co. Ltd v Laurie (1961) overruled and Westburn
Sugar Refineries Ltd v IRC (1961) confirmed; dividends m a y not be paid out of
unrealised capital profits.
5. Ammonia Soda Co. Ltd v Chamberlain (1918) overruled; the profit and loss
account to be regarded as continuous.
The overall effect is to give specific legal emphasis to the realisation and accrual
concepts and general statutory support for the, morerigid,profit measurement
procedures traditionally favoured by accountants.
In the meantime, of course, other problems had emerged, and a new chapter had
commenced with the entry of Britain into the European Union.

Before concluding, it could be worthwhile to summarise the implications of the "going
concern" concept for the explanation of HCA, particularly as it was frequently advanced
the main reason for measurement at cost. Dicksee (1926) gave a good explanation of
"going concern value" in the historical cost context. The examination of de Paula (1948a)
by Kettle, the sole accountant on the Cohen Committee, showed that de Paula's
understanding, or perhaps his presentation, w a s not sufficiently robust to satisfy Kettle that
it denoted more than "cost less depreciation". The main points are listed
1. Normally a controlling business is valued by the market capitalising future expected
earnings; thus it is not the function of annualfinancialstatements to value the
business or its individual assets.
2.
The continuity assumption is a prerequisite condition for "going concern valuation"
to be applied in the measurement of periodic profit.
3.
Depreciable assets are measured at cost less depreciation.
4.
N o asset should be shown at a sum exceeding its recoverable amount.
5.
Fluctuations in the market selling prices of individual assets are properly ignored,
except insofar as market values m a y "signal" a fall below the cost based figure,
thence used in the calculation of recoverable amount.
6.
The relationship implied from 3, 4 and 5 between the profit statement and balance
sheet is that the cost based amounts at which assets are stated in the balance sheet
are seen as future expenses recoverable out of future revenue, thus the amounts at
which assets and liabilities are stated in the balance sheet reflect their significance in
the profit earning cycle (with profit measured by the "monetary scissors")

The first point simply places the notion in context; it was supported by Dicksee (1892 a
1926); de Paula, in evidence to Cohen Committee; Kettle in his examination of de Paula
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before Cohen Committee; I C A E W Recommendation N 1 5 in 1952; 1945 Cohen and 1962
Jenkins committees.

Dicksee (1929) and de Paula (1948a) both clearly supported

propositions 2, 3 and 5. Neither mentions the recoverable amount rule, although in his
submission to the Cohen Committee de Paula provided for "abnormal losses" in the profit
and loss account. Dicksee appeared to appreciate the relationship between the profit
statement and balance sheet.

Concluding comments

Modem accounting which came into being with the advent of the joint stock company had
the choice of three bookkeeping systems, each suited to a particular aspect of post medieval
society. But none was designed with the needs of the industrial organisation in mind.
Double entry bookkeeping did, however, provide the framework for recording the vast
increase in the volume of transactions; it also provided a system for measurement of capital
and profit. In the early stages of development, with no clear concepts of capital and profit
or experience in accounting for large scale capital investment, industrial growth and its
excesses far outstripped the state of the art. The remarkably clear notions of Lord Thring,
draftsman of the 1856 Act, were obviously in advance of practice at that time, but there can
be little doubt that they were increasingly applied.

Capital was the money amount of the share capital paid in or contributed to the company
by the shareholders, and it was to be "maintained" for the protection of creditors. The
Companies Clauses Consolidation Act of 1845 provided clear statutory support for
restricting dividends to profits; and, in measuring profits, for allocating the cost of fixed
assets over the period of economic usefulness. The House of Lords Select Committee on
the Audit of the Railways went out of its w a y to emphasise the "principle" that companies
were "expressly prohibitedfrom making any Dividend by which their Capital Stock shall
in any degree be reduced". However, the provisions of the 1845 C C C A relating to
accounts and dividends were relegated to an optional set of articles by the 1856 and 1862
Companies Acts. Jessel M R enunciated the capital maintenance doctrine in clear and
unequivocal language in several cases, the most notable of which is Flitcroft's case of 1882.
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Whilst the needs of creditors are mentioned, no consistent case for providing them with
financial information via the annual accounts w a s noticed. Certainly they are the indirect
beneficiaries of the capital maintenance rule, and their need forfinancialinformation was
mentioned from time to time. Nevertheless, shareholders wish to be assured that dividends
are properly paid, and that they do not represent a return of their capital. Financial
statements disclosing the paid up m o n e y share capital and the assets less liabilities in which
it is held as well as profits available for dividend are needed for this purpose.

The notion of capital as money capital, and the related concept of monetary profit, were
given a clear exposition by Pixley in 1881. Indeed, a more comprehensive endorsement of
the main concepts of the monetary model could hardly have been expected at that time. In
addition, he described accrual accounting clearly. However, this clear beginning to a
professional role in financial accounting received a psychological blow w h e n the courts, in
several important decisions from 1889 on profits legally available for dividend, appeared to
undermine the emerging group of accounting professionals, conferring instead wide
discretion on directors in matters of account. There is evidence, particularly in the railway
companies, that directors were influenced by the need for regular dividends, and that this
"economic need" initially took precedence over consistent measurement of profit

While endorsing accounting principles similar to those of Pixley (1881), Dicksee (1892)
reflected the outrage of accountants at the adverse legal decisions, which, in effect, enabled
directors to use secret reserves to smooth profits, and thence pay regular dividends. The
1931 Kylsant case was needed to bring accounting out of the shadow of directors and, after
some uncertainty, accountants, commencing with the issue of recommendations on
accounting principles by the I C A E W in 1942, assumed a full professional role.

The substantive base for accounting measurement was not to be restored until the 1947 Ac
implemented the recommendations of the 1945 Cohen Committee. Yet it w a s left to the
1962 Jenkins Committee, s o m e seventeen years later, to challenge the 1889 and later case
law inimical to accounting principles for the measurement of periodic profit. However, it
will be recalled that the Jenkins Committee, while being prepared to recommend overruling
unsatisfactory case law on the availability of capital profits for dividends, and to do away
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with the distinction between capital and revenue reserves, nevertheless refrained from
directly clarifying the concept of periodic profit for the same purpose. This appears most
surprising in view of the insight of the Committee that revenue depends on ownership. It
did, however, recommend overturning the unsatisfactory (from a monetary profit
perspective) case law on profit measurement. A s the summary of Edwards (1989) corifirms,
the case law contrary to historical cost and the monetary interpretation was finally laid to
rest by the Companies Acts 1980/1981.

The statement of de Paula (1948b) following the passing of the 1947 Act; the statement
the I C A E W on the purposes of accounts contained in Recommendation N I 5 in 1952 and
quoted with approval by the Jenkins Committee in 1962; and of the Jenkins Committee
itself, all provide an intellectual link going back to the Companies Clauses Consolidation Act
of 1845, and to Pixley (1881). The c o m m o n theme is the measurement of money capital and
profit for the information needs of stewardship and capital maintenance

In spite of the high professional regard which de Paula and Dicksee both enjoyed, ther
little evidence that their explanation of "going concern valuation" was convincing to nonaccountants. Perhaps as a reaction to this as well as the adverse legal decisions, theorists,
like Edwards (1938) for example, sought an explanation from economic theory of what
accountants did in practice. Indeed, the notion offixedand circulating capital used by the
jurists can be traced back through the economists Marshall to J S Mill and to A d a m Smith.
Further, although de Paula had a strong interest in accounting education at university level,
there is scant evidence that his interest was shared by his professional colleagues. However,
h o w accounting eventually came to a recognised university discipline in the U K is another
story.
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Chapter 9

Historical review to assess support for the monetary concepts
in the United States of America

Introduction

The work of the American Accounting Association (AAA), notably through its 1936 and
1940 publications, is accorded a central place in this review for two reasons. First, because
of the importance attached in the United States to the education of accountants, and second,
due to the pre-eminent position of the Paton and Littleton (1940) monograph, de Paula
(1948), the English chartered accountant, believed that the early establishment of business
schools within universities w a s a boon to the American profession, being the desirable
method for training future accountants.

Figure 6.1 The continuity of American accounting thought 1840-1940, in Previts and
Merino (1998: 282) distinguishes four stages of development: mercantile; fundamental; preclassical; and classical. Accepting the Paton and Littleton model as the "classic" explanation
of historical cost accounting because of its nigh universal acceptance, these divisions appear
reasonable. Surprisingly, the earlier A A A statements which contributed to this continuity
are not included in the table. The pre-classical period includes Sprague (1880), but his 1907
book is not listed, and Hatfield (1910). Between these two periods room should be found
for the Fisher/Canning contributions (1906, 1929, 1930). Folsom is one of four writers
listed for the fundamental period, representing a break from the all absorbing prior concern
with rules for the proper recording of transactions.

First considered are Folsom (1873) and Sprague (1880, 1901, 1907), both from New York,
and w h o appeared to be well ahead of their time in pursuing a theoretical, scientific
approach to explaining accounting. The views of Fisher and Canning, two American
economists, are evaluated for their contribution in developing accounting thought. Their
relationship, and several recent reviews of Canning's major work, raise some intriguing
questions. The writings of M a y and Gilman provide a view from American practice. Then
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the several publications of the A A A are evaluated. It is acknowledged, however, that other
selections from the wealth of material available m a y be equally relevant.

Before commencing, an overview of the historical context is provided. Previts and Meri
(1998) are drawn on extensively for this overview. The term "the gilded age", perhaps
symbolised by the so called "robber barons", runs from the conclusion of the Civil W a r to
about the end of the century. While the South was undergoing restoration, in 1869 East and
West were joined by the transcontinental railroad which had enormous consequences for
opening up the development and trade of the country. Over a 30 year period from 1860 to
1890 the population doubled from 31 million to 62 million. Citiesflourished,those
exceeding 8,000 people growing from 280 in 1880 to over 500 by 1896, thereby creating
a metropolitan style economy. But all was not light.

January 1882 saw the establishment of the Standard Oil Trust, the first of many, to be
as controlling devices prior to the advent of the holding company. N a m e s to become
household words were M o r g a n in banking andfinance;Rockefeller in oil; Vanderbilt in
railroads and Carnegie in steel. In an attempt to rein in the rampant laissez-faire approach
the Interstate C o m m e r c e Act was passed in 1887, and the Sherman Antitrust Act in 1890,
these acts acknowledging the need for at least some regulation of corporations. The long
deflation from the end of the Civil W a r to the about the end of the century, while the
average hourly rate increased by about two-thirds from 1865 to 1890, indicated a general
improvement in living standards. But there was much inequality. The 1890s witnessed
violent strikes. Previts and Merino (1998: 108) noted the publication in 1891 of Pope Leo
XTfl's encyclical Rerum Novarum, addressing issues of social justice.

Published financial statements throughout this period were mainly for the benefit of b
who supplied m u c h of the finance through loans. These bankers were mainly interested in
the balance sheet, particularly liquidity, givingriseto the practice of listing current items first
(Chatfield, 1974: 72). M a n y companies simply did not issue any annual reports or accounts
to stockholders. For example, "[d]uring the 1870 and 1880s, the N e w York Central
Railroad rendered no annual reports to the stockholders", and another company whose
shares were quoted on the N Y S E replied to a query from the N Y S E that it "makes no
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report, publishes no statements, and ... (has) not done anything of the kind for the last five
years" (Previts and Merino, 1998: 117). With this state of affairs, the demand for
accountants w a s limited. The city directories of N e w York, Chicago, and Philadelphia
disclosed that the numbers of public accountants had grown from 81 in 1884 to 322 in 1889.
Probably these accountants would have been fully occupied in investigations, special reports
or other exotic examinations far removed from the sheer drudgery of posting the voluminous
transactions to gigantic bound ledgers in most of the nation's counting houses. Already in
Sprague's (1880) time specialised journals were being brought into play. The contributions
of Folsom and Sprague are n o w assessed.

Folsom and Sprague

Both of these accountants shared a passion for teaching accounting from first princi
Not for them the teaching by rote which dulled the mind and left the inquiring intellect
unsatisfied. Both were from N e w York, and taught at colleges within the State. It is not
clear whether Sprague was aware of Folsom's 1873 work. Evidently the acknowledgment
of the work of others was not yet established in accounting at the time they were writing.
Through the publication of a small biography by M a n n (1931) much more is known about
Sprague's life.

Folsom's (1873) holistic approach is summarised by the full title to his book. It re
follows: 77*i? Logic of Accounts; a new exposition to the theory and practice of Doubleentry Bookkeeping, based in Value, as being two primary classes Commercial and Ideal;

and reducing all their exchanges to nine equations and thirteen results. The author's
intention is to present "double-entry accounts as an exact science", claiming in the Preface:
Hence is yielded a science so consummately perfect, that, w h e nrightlyunderstood
and properly applied, becomes the grand interpreter not only of the result of each
and every value in exchange, but of the twofold result, in aggregate, of any number
of a series of exchanges.
But while the chief aim of the author has been to impart a science in which reasons
are fully given, he has not designedly, by any means, overlooked the importance of
the art in which it is embodied; since the two, of course, go hand in hand and are
indispensable to each other (iii).
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Value is the unitary or generic term for the science of accounting, and there are two
concepts of value - value in exchange and value in use. The elements are split into classes,
"commercial" and "ideal", the commercial comprising the resources and habilities and the
ideal, the ownershiprights(accumulation of past "services") of capital stock and net gains.
Assets w a s not used as a generic term. Three principles were identified:
1. Equality of Values in Exchange. ...
2. Equality of Relations between Classes [equality of net assets and owners' equity].
3. [in the form of a question and answer] W h a t is Double-entry Book-keeping?
Double-entry Book-keeping consists in keeping trace of the co-equal receipt and
disbursement of values, showing the two-fold result of their exchanges (316-318)

Apart from the strange terminology, Folsom (1873) displayed a remarkably good grasp of
the fundamental relations. Recognition of his distinction between accounting science and
accounting art could have avoided the m u c h later, and confused, debate on the nature of
accounting. In some way his principles appear to foreshadow the axiomatic approach of Ijiri
(1967). Nine equations were used to explain the relationships between the two classes
Valuation as w e understand the term was not discussed, although he distinguished "value
in simple", which can be equated with purchase price, from "value in complex", a composite
value comprising commercial and ideal value in the one amount. I interpret this to mean,
for sale of goods, for example, the purchase price plus the mark-up. H e uses "material" as
a synonym for "commercial", and later describes "resources" as "external to the proprietor".
His use of "ideal" appears more difficult to follow, services apparently comprising the prime
component if I have understood him correctly. If so, it seems somewhat artificial to describe
the contributed capital as "past services". However, a term was needed which served the
function of capital or owners' equity, and although the term ownership was used, it seems
he did not use it particularly for that purpose.

Previts and Merino (1998: 153) report that Folsom's book was one of two American texts
taken to Japan by W C Whitney prior to 1876. Whitney had been invited to establish a
commercial school there, and thus the book w a s used during the time accounting education
was being established in Japan. However, Previts and Merino (1998: 158) concluded, in
respect of his impact on American developments, that "his message appears to have had no
great following". It would be of interest to k n o w the extent of any influence he had on
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Sprague.

A n overall assessment of Sprague's life is provided by M a n n (1931: 1). She wrote:
Colonel Charles Ezra Sprague became best k n o w n to business men, and particularly
to those of the banking group, through his association for more than forty years with
the Union D i m e Savings Bank of N e w York City. Another circle claimed him as a
leader through his writings on subjects dealing with accounting; still others knew
him as an unusual teacher w h o could put inspiration into a difficult and
fundamentally dull subject. T o many m e n throughout the State of N e w York he was
k n o w n because of his military connections, while there were many w h o knew him
not primarily for any of these things but as an extraordinary linguist. T o still others
he typified the highest type of college andfraternityalumnus - one w h o never lost
a youthful interest in the activities of his A l m a Mater and the Greek-letter
organization to which he pledged his allegiance when a boy, but w h o gave to each
mature counsel, an active participation in its affairs, and more than a little financial
assistance.

He appeared gifted with two insights of particular relevance. First, the scientific o
basis of accounting; and second, h o w to manage and influence people. In the introductory
material to thefifthedition in 1922 ofPhilosophy of Accounts Dean Johnson related how,
when things appeared darkest for the establishment of the School of Commerce, Accounts,
and Finance at N e w York University, he rented the house of one of the University
professors for the summer, thereby providing himself with the opportunity to meet the
Chancellor on the campus. During frequent walks together, they discussed the project that
was "nearest to the Colonel's heart" (Mann, 1931: 50). Sprague assured the Chancellor that
the proposed School would never be in deficit, perhaps explaining his long stint of teaching
there without any payment.

Hatfield, in the same 1922 edition, acknowledged the contributions of Sprague. First,
demonstration that the bookkeeper's main interest is in "preserving accurate records of
assets, of liabihties, and of changing proprietorship" rather than the "mere g a m e of matching
debits and credits" and the search for general rules therefor. Second, his emphasis that
"debit means addition in one class of accounts, and subtraction in the other two classes
From this he shows that in each of the nine possible combinations occurring in bookkeeping
entries, a debit always is accompanied by a corresponding credit - a convenient check on
accuracy rather than a principle." Third, his "abandonment of the conventional classification
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of accounts" and "refreshing freedom from the trammels of convention so prevalent in
accounting" were praised (Mann, 1931: 60-61).

In the Foreword to the reissue of Sprague's 1907 book, Paton acknowledged his "devot
to logical reasoning and analysis" and his "icebreaking contribution to accounting theory".
H e envied his success in having "accounts" included in the title of the School at N e w York
University, and related the impact on him as a student (about 1913) w h e n the instructor, an
economics professor, produced copies ofPhilosophy of Accounts (1907) and Hatfield's
Modern

Accounting (1910). Paton credits these books with his shift from "teaching

economic theory to a career primarily in the accounting field" (Sprague, 1907: iii).
Subsequently Paton1 pushed hard for Sprague's posthumous election to the Accounting Hall
of F a m e on its establishment by Ohio State University in 1950, and he was selected three
years later.

His influence on the development and recognition of the accounting profession was
significant. His involvement in the establishment of the Institute of Accounts in 1882, the
"earliest recognised professional accounting organisation in the United States" (Previts and
Merino, 1998: 135) is indicated by the naming of itsfirstpublication Accountics, a term he
obviously favoured, but which he attributed to some "bolder genius" (Sprague, 1901). B y
1884 it had 80 members, and fellowship certificates were issued to members w h o "passed
strict, practical and technical examinations" (Previts and Merino, 1998: 139). Together with
Selden R. Hopkins Sprague edited The Bookkeeper.

Paton could not forbear from the somewhat gratuitous statement "that if Sprague were here today I a m
confident he would deplore the rut into which the accounting profession has fallen in bending the knee to the
view that the recorded dollars in the accounts,regardlessof their dates, are the only data worthy of being
reported, and are not disturbed, no matter what happens in prices and other market evidence of change, except
for the purpose of depreciation or amortization as time passes. Sprague would never have endorsed such an
unreasoning, stultifying posture" (Sprague, 1907: vi). While Sprague m a y well have put his talents to
recommending other, or additional disclosures in financial statements, the implication that he would have
favoured price level adjustments m a y not be justified. H e was 59 years of age in 1907, and had lived through
periods of significant price changes. The N e w York Wholesale Price Index (1913 = 100) had fallen from
81 in 1890 to 6 7 in 1896, and had risen to 94 in 1907 (Fisher, 1930: 521). These wererelativelymodest
changes compared with the increase from 98 in 1914 to 194 in 1918. Sprague died in 1912. Certainly he
would have formed, and expressed, his o w n opinion on these matters, had he felt the need to do so.
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Formal recognition of accountants was an important objective, and Henry Harney, w h o had
fought on the side of the Confederacy in the Civil W a r , as President of the Institute had
prepared a draft bill which he asked Sprague to present at Albany. Sprague in turn
consulted a friend Melvil D e w e y , secretary of the Regents of the University of the State of
N e w York, w h o advised that the enforcement of the bill be placed under the jurisdiction of
the Regents of the University, which had the capability to conduct examinations. This
approach also conferred an educationalflavouron the proposal. The bill included the legal
designation of Certified Public Accountant.

However, about the same time several members of the American Association of Public
Accountants, arivalorganisation more favourable to British membership, prepared a draft
bill providing that public accountants required a licence to practice; this licence to be issued
by the Regents of the University of the State of N e w York. This bill was introduced to the
N e w York State Senate in February 1895, to be followed two weeks later by the Institute
Bill. A special committee was then formed to "resolve the differences". According to
Previts and Merino (1998: 141):
A significant single amendment to the bill, m a d e as a result of cooperation between
therivalprofessional groups, assured its passage in 1896. The amendment provided
that the certified public accountant designation was available to any citizens of the
United States or person who had duly declared his intention to become such a
citizen. The success of the 1896 legislation m a y have hinged upon that provision,
which opened the w a y for many British chartered accountants and other nonAmericans w h o had not yet secured their papers as U.S. citizens.

Thus on the 17 April 1896 the first state legislation establishing the CPA designatio
passed in N e w York. Sprague and Harney, old Civil W a r foes, were significant players from
the Institute. Sprague received certificate number 11 and Harney number 18. Other states
followed with similar legislation over the next quarter of a century.

Sprague's substantial contribution to the development of accounting theory was eviden
1880 w h e n he summarised the elements of accounting in a single equation:
W h a t I have + what I trust = what I o w e + what I a m worth
or, symbolically written:

H

+

T

=

O
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In equation (10) of the same article this w a s simplified to:
A = O + X , that is " M y assets = what I o w e + what I a m worth".
In the Accountancy ofInvestment published in 1904, Sprague expressed the above equation
in the familiar form of the double entry equation. For "juridical accounts", he noted that
the "respective rights and obligations of the parties are the basis [for the accounts] rather
than the struggle to increase proprietorship" (11). Sprague also distinguished in this
publication "capital" as used in economics from the "capital account" of bookkeeping, often
used to m e a n "accounts on the credit or passive side which denote proprietorship" (12).

In 1901 Sprague published a series of lectures under the heading of'The general princi
of the science of accounts" in Commerce, Accounts and Finance, a magazine published by
the School of that n a m e at N e w York University in which he distinguished the "Science of
Accounts" from thefiveor so "kindred arts" dependent on it. H e would have preferred the
term logistics if it had not been appropriated by the military. Comptology, from the French
word for account, w a s also suggested and later Accountics. N o n e were accepted, in spite
of his skill in advocacy and as a linguist. His definition of an account, however, as "a
systematic record offinancialfacts, of a similar or opposite tendency, leading to a
conclusion" by capturing the essence of accounting w a s masterly, succinct and to the point
For example, it could be extended tofinancialstatements. Depending on the statement
under preparation, the "conclusion" could be the bank balance, or profit for a period, or the
amount of shareholders' funds.

Hatfield's 1922 assessment of Sprague's contribution has already been mentioned. Other
matters bearing on the conceptual basis for accounts, and measurement therein, are n o w
related from his 1907 publication. His overall approach is proclaimed in the Preface (ix) in
these words:
A s a branch of mathematical and classificatory science, the principles of accountancy
m a y depend on a priori reasoning, and do not depend upon the customs and
traditions which surround the art. I have endeavoured to set forth these principles
simply and naturally without resorting tofictitiousmodes of presentation, but
adhering to the fundamental equations and their subequations.
The essence of the latter part of thefirstsentence w a s to be stressed time and again by
Chambers a half century later. B y itself this statement apparently leaves open the question
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whether he viewed accounting as a service function, or a science existing in its o w n right
However, the former view is suggested by the reference to the "whole purpose of the
business struggle is increase of wealth ..." and "[t]he all-important purpose of the
proprietary accounts is to measure the success or failure in increasing wealth, and to analyze
that success or failure so as to ascertain its causes, as a guide for future conduct"(67).
Nevertheless, with a separate chapter (XXI) on "fiduciary accounts" based on responsibility
or accountability using the charge/discharge dichotomy, his overall vision included not-forprofit entities for w h o m profit measurement was not an objective. Relevant objectives were
listed for these other entities.

Regarding the concept of the business entity, Sprague (1907: 38) challenged Fisher's (193
claim that it is a "fictitious person" arguing that Fisher has perhaps been "misled by the lazy
habit of bookkeepers in calling all the credit balances liabilities ..." Furthermore, "[e]ven
admitting that there is afictitiousentity [a company] it owes nothing to the real owners. It
merely is a composite ownership which again is owned in various shares by real owners, and
has nothing to do with debt". Capital maintenance is mentioned, but without being spelt out
as an objective of profit measurement, w h e n discussing "artificially" splitting the "true net
value of the concern" (40) between the nominal share capital and surplus. The selling value
of shares is distinguished from the book value of the net assets, and reasons suggested for
the difference. Moreover, on the question of "two valuations, one for liquidation, the other
for a going business ... I a m of the opinion that in a going business the later is the balance
to be carried, because only in that w a y can the true economic outlay or income be
ascertained (73)".

Although Chapter IV is headed "The Transaction", and transactions are mentioned, the
debits and credits of double entry bookkeeping are explained in terms of balance sheet
changes in which the w o r d "occurrences" appears frequently. The terms revenue and
expense are used, and the associated accounts described as "temporary". Six phases of
assets are distinguished. T h e two most relevant for m y enquiry are the view of assets as
rights over things and persons (for use, for services or for exchange), and as "the
embodiment of services previously given; and in still another w a y they are a storage of
services to be received" (46-47). Services, as a basic concept, are further emphasised by
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his claims that "loss, expense, charge, and outlay" are synonyms for "decreases of wealth
for services received", while "profit, gain, revenue, income and earnings" are synonyms for
"increases of wealth for services given" (69).

A particular asset, paper money is simply a printed agreement "conferring the right to
receive money", while the coin is prized because " w e have the right under the law to satisfy
contracts by parting with it" (45). Proprietorship is rights over assets, which are
distinguished from liabilities. In discussing the profit and loss account, he notes that its
subdivision into "several stages is a modern and very useful invention of British
accountants" (84)2.

After outlining the main types of administration requiring the

appointment of a trustee, he notes that "the legal ownership is in the trustee, but the
equitable ownership in those w h o m he represents" (149). M a n y suggestions are m a d e for
economising in posting the ledger, whether by the use of specialised journals or posting from
"tickets", and for flexibility in forms so as to achieve the m a x i m u m efficiency in achieving
the objective of an account - a result or conclusion.

Thus, this little book by Sprague (1907) contains in embryonic form the main ideas requi
for the explanation of historical cost accounting. It m a y be argued that depth, and hence
understanding, is lacking due to the limited discussion. Against this, however, good
understanding is required to express ideas clearly and simply. The phase of assets as "rights
over things" emphasises the significance of ownership to business entities. In terms of
correspondence with particular concepts of the monetary model, there is support for concept
of expense as the cost of services consumed, and the concept of "going concern value",
although outlined but briefly, indicates support for realisation. Not m u c h more could be
claimed, except to note that none of the ideas outlined is inconsistent with the monetary
interpretation. N o false trails are apparent, while seeds are s o w n for future development.

According to M a n n (1931: 31) he travelled abroad 27 times. " M u c h of the time abroad was spent on British
soil, for it was in England that Colonel Sprague found the business practices that appealed most to him and
he learned much from them, holding that in no other place could he find so m u c h to bring h o m e to American
accounting and banking. The British M u s e u m , too, was one of the favourites among his haunts in I,ondon"
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Views of the economists, Fisher and Canning

Irving Fisher was an acknowledged mentor to Canning, and influenced his views on both
accounting and economics greatly; the extent of his influence m a y have not been fully
appreciated previously. However, the influence was not all one way. Canning (1929b)
stated very publicly in his book that Fisher should reverse the order of his treatment of
capital and income to reflect their relative importance. Fisher (1930a and b) responded
immediately in apparent good humour by applying the advice in thefirstchapter titled
"Income and Capital" in The Theory of Interest (1930a), and a repetition of the advice in
his review (1930b) of Canning (1929b). Fisher's early definitions of these important terms
provide the starting point.

Fisher (1906: 52) defined capital and income as follows:
A stock of wealth existing at an instant of time is called capital. A flow of services
through a period of time is called income.
For him "wealth" signified "material objects owned by human beings" (Fisher, 1906: 3).
"Usefulness" w a s rejected as a separate quality on the ground that it was implied by
ownership. Fisher (1906) explained his purpose, and philosophy, in writing this book in
these terms:
This book is an attempt to put on a rational foundation the concepts and
fundamental theorems of capital and income. It therefore forms a sort of philosophy
of economic accounting, and, it is hoped, m a y supply a link long missing between
the ideas and usages underlying practical business transactions and the theories of
abstract economics (vii).
From the foregoing accounts it is clear that the theory of capital and income which
has been explained applies practically to the accounting ordinarily employed in
business. Such accounting is, in fact, nothing but a method of recording the items
of income and their capitalization at different points of time. A merchant's balance
sheet is a statement of the prospects of the business. Each item in it represents the
discounted value of the items which he m a y expect later to enter into his income
account. ...
There are, of course, numerous practical modifications of this general statement to
be m a d e w h e n accounts are treated. ... (264).
Thus, Fisher appears to have anticipated the purpose and title of Canning's 1929 book.
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addition, the claim that "Canning was thefirstto develop and present a conceptual
framework for asset valuation and measurement founded explicitly on future expectations"
(Zeff, 2000: 5) appears to overlook Fisher's contribution, and Canning's reliance on him

Fisher (1930a: 11) distinguished three "successive stages, or aspects", of a person's i
Enjoyment or psychic income, consisting of agreeable sensations and experiences,
Real income, measured by the cost of living;
M o n e y income, consisting of the money received by a m a n for meeting his costs of
living;
The last - m o n e y income - is most commonly called income, and thefirstenjoyment income - is the most fundamental. But, for accounting purposes, real
income, as measured by the cost of living, is the most practical.
However, as an index of consumption, the accounting purpose real income should serve is
not clear; presumably he was referring to the calculation of an income tax based on
consumption as he argued that savings should be exempt from income tax (250-254). His
failure to use a separate term for consumption was criticised. Kaldor (1955) pointed out
that income and consumption are two different things for which two terms are needed
(Parker and Harcourt, 1969: 164), irrespective of what each might be called

Canning (1929b: 154-170) expressed Fisher's "real income" as "realized income", which he
described as "the elementary and primary one" with two derivatives being '"capitalized
income' (or capital value), and 'earned income' (or earnings)". It should be noted that these
were all aspects of individual income. Canning then defined earnings as net receipts plus
appreciation or minus depreciation. A n d although his explanation of profit measurement
was not completely clear, it was this concept of earnings that he applied to the firm.

Fisher (1930b: 68-69) appears to have understood the essence of "earnings" for a busines
enterprise. W h a t is more surprising - indeed, it seems bordering on astonishing - Fisher
accepted the accounting approach as being valid for its purposes. H e not only played d o w n
Canning's "vagueness" but provided an explanation based on the central role of cash flows
and incomplete transactions. H e wrote, for example:
In an ordinary modern enterprise... the whole problem of services is that of bringing
in or paying out money and, since the money flows irregularly, the valuation of these
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flows fairly allocated to short periods can never be given an exact meaning. The
accounting for all gains and losses can never be given completely and accurately
until the business is w o u n d up. ...
T h e income and outgo for a given week cannot consist merely of the money
transactions which happen to occur within that particular week. There m a y be none;
or there m a y be a whole quarter's disbursements. W e must obviously include only
the pro rata share for that w e e k of big items occurring before and after that week.
It is this pro-rating, or spreading over time, of the irregular and unequally lumped
receipts and expenditures which makes the chief trouble for accountants. These proratings are necessarily estimates, not facts. The only actual facts of corporate
income are the money receipts and expenditures in all their jagged irregularities, but
unless there is some pro-rating the results of accounting are of little practical use.

Without doubt Fisher endorsed the accounting concept of profit, poorly articulated thoug
it was in Canning's book. H e concluded his review of Canning by writing "[h]is book points
the w a y to a sounder science of economics as well as better theory and practice of
accountancy" (Fisher, 1930b: 81).

Reading Canning (1929b) can be a fascinating and frustrating exercise. Fascinating, beca
his use of terms like highly probable, predicting value, opportunity difference, all-purpose
accounts, and most notably future services predates their general adoption. Frustrating,
because while at one point he appears to support a balance sheet based wholly on economic
values, at another point he not only discloses understanding of the cost allocations used in
conventionalfinancialaccounting but appears to favour them. Accountants as a group are
criticised for having "no complete philosophical system of thought about income, nor is
there any evidence that they have felt the need for one" (160); yet on the other hand
"accountants can properly be said to adhere to one highly unified and intricately articulated
theory" (143). Are such statements capable of reconciliation? A n d what is the "articulated
theory" he refers to?

Then there are the several reviews of his work which emphasise different aspects, and
weight the same factors differently. There appears to be something here for everyone;
selling prices (of inventories) for those supporting the use of exit values, and replacement
cost or opportunity differential offixedassets for those supporting current cost or value to
the owner models. Both Chambers (1979) and Whittington (1980) identify apparent
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inconsistencies, weaknesses and gaps in the theory revealed in his book. It thus appears that
at the time he wrote his book bis views had not been fully developed.

The excellent review of his life by Zeff (2000) points the way to an improved understandi
by outlining an appropriate context for analysis. The circumstances surrounding the
submission of his P h D thesis appear particularly significant. Although Canning contributed
little on the theory of accounting subsequent to his 1929 book that might have helped to
clarify ideas not fully worked out or vague, Zeff draws attention to his close relationship
with a colleague and disciple, Nelson, w h o wrote two articles elucidating Canning's
position. The second of these articles is instructive, especially w h e n interpreted in relation
to Fisher's views, including the review of his book.

The following main issues will be addressed: his philosophy and audience; the income
concept and asset valuation; and his difficulty with owners' equity.

The probable

development of his ideas is then explored through the two articles of his disciple, Nelson.
Finally an overall evaluation of his understanding of monetary profit measurement is
attempted. Canning's views on depreciation are discussed further in Chapter 7.

Perhaps it was his training in mathematics and statistics that led Canning to emphasise t
need for a qualitative as opposed to a quantitative approach. In this he was reacting to the
dearth of qualitative research in accounting. Whittington (1980) had a point in bemoaning
the lack of a completed profit statement and balance sheet in the entire book. However, as
Zeff (2000) explains, this book w a s his thesis, and it was being submitted to the economics
department at Chicago where he had undertaken graduate study from 1914 to 1917
following graduation with a Bachelor of Philosophy degree in arts and literature, with
honours in political economy. In 1917 he accepted an offer of an assistant professorship in
economics from Stanford, but war intervened and he eventually took it up in 1919.
Although a valued member of the economics department at Stanford, where senior members
were permitted to offer subjects of interest to them, all the accounting courses were dropped
immediately following Canning's retirement.

His training in economics would also have contributed to his emphasis of the need for a
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qualitative and analytical approach.

Chambers (1962: 2)

described the work as

"explorative, in part deductive, and in a sense normative" (quoted by Gibson, 1993) whereas
Whittington (1980: 237) expressed surprise that "Canning, the economist, emphasises an
inductive approach". The analytic content, seeking to derive accounting profit from Fisher's
income concept and assets from future services for example, is deductive; and the summary
of accounting practice which informed his analysis m a y be classified as inductive.

Although Zeff (2000: 5) felt that his "magnum opus... was primarily intended to provide
accountants with an understanding of economics that is relevant, indeed essential, to the
theory and practice of accounting" Canning (1929b: iii) stated that he undertook "a
comprehensive study of accounting theory and practice from the point of view of the
professional student of economics". Meriam (1931: 242) in his review, after taking umbrage
at the cavalier dismissal of the views of economists other than Fisher's, listed "three main
purposes: to equip the economist with safeguards against improper use of statistical data
taken from accounts; to enrich accounting theory by Professor Fisher's income concept, the
flow of services; and to improve accounting definitions and procedures"

Thus, with

Fisher's concept of income dominating his theory, his target audience appeared to be both
economists and accountants.

For, as Zeff (2000: 24-27) explains, Canning's thesis was submitted without a superviso
or without being read by anyone in the department at Chicago. It had already been accepted
for publication by The Ronald Press Company, and he tendered a letter in support from
Fisher to w h o m permission had been given to quote from Chapter 7. Thus he asked for the
oral to be held quickly so that publication could proceed. In these circumstances it is not
surprising that the orientation of the book w a s largely towards economists. Zeff attributes
publication to the influence of W A Paton.

Two final points which appear relevant to understanding his approach are that he forswo
against using the theories and explanations offered in "the secondary

literature of

accounting", mainly because the texts "abound with statements about the intentions of
accountants in adopting particular procedures" (iii). Instead, he chose to rely on source
materials - actual published financial statements, of which many thousands were examined.
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Nevertheless, Canning (1929b: iv) acknowledged "a debt of gratitude to the text writers
greater than that implied in footnote citations. This is especially true of the writing of Cole,
Hatfield, McKinsey, Montgomery, Paton, Stevenson and Sprague". A n d secondly, he was
concerned with "the theory and practice of professional public accountants" (iii), most of
w h o m , presumably, were auditors.

Canning (1929b: 145) adopted Fishers's theory of income because he regarded it"... to b
by far, the best that has appeared in the literature". His economic orientation flowed
naturally from Fisher's income concept, leading in turn to his prospective explanation of the
measurements reported in the balance sheet. Indeed, as Meriam (1931: 242) stated, "[t]he
author treats accounting theory from one basic viewpoint, the theory of income", explaining
why so much of the book was given to Fisher's concept, and so little to accounting practice
as disclosed in profit and loss accounts. The concept of revenue, gross operating income,
is considered later along with proprietorship. Butfirstthe relationship of accounting profit
to Fisher's income concepts is outlined. Fisher's net realized income is in effect expenditure
on consumption, a point apparently overlooked by Chambers (1979: 769) in challenging
Canning's presentation. N o w Canning (1929b: 155) set realized net income ± change in the
capital value = net receipts ± appreciation/depreciation = earnings. Because of timing
differences with respect to consumption and expenditure, and different methods of capital
valuation, the first two equalities could hold only under quite stringent conditions for an
individual.

Regarding a firm, Canning (1929b: 99) wrote that:
The ultimate orfinalincome, with respect to a proprietor's whole tenure in an
enterprise, which the accountant's completed procedure finds is in entire accord,
both in nature and in measure, with what Professor Fisher calls "realized money
income". But neither the gross annual income nor the net annual income found by
the accountant bears more than a rough correspondence, either in nature or amount,
to any concept of or measure of annual income that economists speak of in their
writings.
Fisher's "realized m o n e y income" for a terminated enterprise is thus of special significance
for several reasons. First, it is a backward looking concept, which can be contrasted with
economic concepts of annual income. Generally, with the exception of taxation concepts,
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these "annual economic concepts" will be forward looking and based on capitalisations of
future net receipts. Second, it incorporates realisation. Third, the inclusion of "money"
suggests Fisher's "money income", a notion m u c h closer to accounting and lay meanings of
income. If this is a correct portrayal, the question to be answered is whether this concept
of''ultimate" income can be used to formulate a concept of periodic income - the periodic
earnings of a firm, or accounting profit.

Before proceeding, evidence of confusion over Canning's use of the term "realized incom
should be noted. Footnote 9 (155) makes it clear that, by applying "realized" to a schedule
of future net receipts, it is interpreted differently from the accountants concept of realisation
Yet this usage appears to conflict with Canning's (1929b: 320) o w n statement that "[i]t is
possible, but not very useful, to prepare all income statistics of the past on the basis of
realized income and cost valuations. This would be a cash receipts and disbursements
accounting only. N o accruals or earnings, positive or negative, would be included"
(underlining added). In this quote "realized income" can be equated with cash receipts, and
"cost valuations" with cash disbursements. H a d Canning instead used the term "realized
money income" in the above quote it would have appeared more consistent with Fisher's
ultimate or total concept of realized money income. The application of the concept to the
"past" m a y have been intended to indicate that actual receipts and payments were
appropriate, but w h y that should be so w h e n future "realized income" was not similarly
restricted is far from clear.

Furthermore, the expression "realized money income" is in fact used in relation to dire
valuation, to be discussed shortly, which gives it an obvious future orientation. But once
again doubt is cast on the interpretation, this time by the statement that:
Realized income is employed throughout this chapter [XI, on direct valuation] in the
sense which Fisher employs the term. (See 'Capital and Income,' index citations
under 'income' and 'realized income.') See also, pp. 154-155, supra (Footnote 2,
207).
Fisher (1906) is clear in the text, and in his glossary of terms that "realized income" refers
to "actual income, i.e. the value of its actual services" (333) which is equivalent to
consumption, and is to be measured at the expenditure on consumption. Evidently he did
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not define the term "realized m o n e y income". A definition of m o n e y income, previously
quoted, w a s included in his 1930 publication (Fisher, 1930a: 11).

Thus it appears that Canning used "realized"' in the Fisherian sense at certain times,
the accounting sense at other times. A s explained earlier, Fisher's interpretation of the
concept of total m o n e y income for a terminated business would correspond with the
conventional accountant's interpretation. Perhaps part of the explanation is that both
Fisher's and the accounting concept of realisation were used in certain situations,
particularly for a terminated business.

In any event, as outlined previously, Canning defined earnings of the firm as net receip
appreciation (depreciation). Full understanding of the concept of earnings to the firm
therefore depends on the concept of depreciation. It is, of course, related to asset valuation
Here Canning is far from clear, holding out in Chapter I X that the "ideal balance sheet"
should, were it only possible, employ present values of all future net receipts; and then
distancing the accountant's valuation sharply from this procedure for fixed assets
Furthermore, he states that it is not the accountant's function to attempt to measure the
economic concept of capital value; his task is to measure the future services of the severable
assets. A s a consequence, valuation of the business as a whole is beyond the accountant,
and should goodwill be admitted to the accounts (but only if based on an objective
transaction), it takes on the mantle of a master valuation account. But not one integrated
into his theory. A clear concept of capital maintenance failed to emerge from the apparently
inconsistent rules for the measurement of assets.

Fisher's concept of earnings by being based on future services provided Canning with the
qualitative factor he sought to unify the range of hotchpot measurements employed in the
balance sheet. Whether Fisher w a s aware of Sprague's use of the term in his definition of
assets is not clear, but Canning certainly was. Thus future services were m a d e the
centrepiece of his definition of assets. Zeff (2000) traces the influence of this definition on
subsequent writers. The immediate question that arises is h o w is this concept to be applied
A clear answer should indicate Canning's intention to employ either an economic approach
by capitalising the future income stream, or to use accounting valuation. A s already
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acknowledged, Canning can be quoted in support of both positions. Thus, this crucial
question should be kept in mind throughout the analysis. A s is well k n o w n Canning split
valuation of assets into direct and indirect.

Direct valuation is possible "when, and only when, a realized money income exists and is
statistically determinable" (Canning, 1929: 207). Again, the ideal is placed before us in
these terms: "If one could approximate the whole future series of m o n e y outgoes and of
money receipts of an enterprise, one couldfind,given a rate of discount, a direct capital
value of the enterprise" (207). But practicalities mar this picture. For example, the
'"natural services' of such an assembly as a steam plant can be more nearly approximated
than can future sales receipts. Steam generated m a y be used for indefinitely many final
purposes ..." (208). A consequence of depreciable assets being able to be used for "many
final purposes" is that it is a relatively more objective task to estimate the cost of the
services rather than the net revenue.

Not only does the latter calculation require the calculation of revenue, in addition to
estimation of the cost of services, but also the possible need to apportion that revenue over
assets used jointly in production. But whether there is a point of principle behind this
difference, rather than simply convenience, is not m a d e clear. In the end direct valuation is
restricted to debtors and other monetary receivables, although Canning expresses the hope
that inventories m a y be able to be measured directly.

The discussion of merchandise inventories further exposes the inchoateness of his ideas
After noting the extension of the cost basis to "cost or market, whichever is the lesser", and
variations in practice, he states that "[t]he writer does not believe that any best 'all-purpose'
rule for the indirect valuation of inventories is capable of formulation" (217). H e leaves
conservatism

for later discussion.

Going concern valuation is invoked to explain

merchandise inventories, with going concern being defined "ideally, to mean 'that valuation
which would be most significant and useful to the owner or prospective owner of the valued
thing in the conditions and circumstances in which it is held'. This amounts to saying that
the valuation should be dependent solely upon the contemplated use of the valued thing in
the operations of the enterprise. ... this ... is the bringing in of m o n e y funds" (218-9)
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Considered without qualification, reasoning of this kind might be expected to lead to the use
of net realisable values.

Two pages later he disclaims responsibility for developing a policy on inventory
measurement, stating that:
This book is not the proper place in which to set out a fully developed discussion of
inventory valuation; the purposes of the book are satisfied by a sketch of
conventional practices, mention of what appear to be true recent advances, and the
bare outlines of a scheme toward which it seems desirable to work (221).
His actual suggestion is to supplement the cost or market rule "not only to find figures
appropriate for carrying value in the balance sheet and for use in determining cost of goods
sold but also tofindfiguresthat s h o w the position of the concern in the market in which it
buys (or manufactures) and in the market in which it sells" (221). H e claimed that each of
the three aggregates of cost, market (replacement cost) and net selling value (to yield some
named rate on the investment) has a "special significance". Finally, in his summary of
inventory valuations he appears to favour a direct valuation provided it is sufficiently
reliable. But reUability per se then becomes the overarching principle. "Since an inventory
valuation, as such, can have no significance except as an index of funds to be produced, no
rational ground can be assigned for preferring a less reliable to a more reliable index" (227).

Turning to the indirect valuation of fixed tangible assets, the chief objective is a "mod
approximating the capital value of the enterprise" (258). His views on the main depreciation
methods have been discussed in Chapter 7.

Depreciation policy is referred to as

"revaluation technique". Yet the objective of this technique clearly is to estimate the cost
of the future services expected from the asset, subject to this cost not exceeding the cost of
readily available alternative means of providing them. Canning described this latter concept
as "opportunity differential" and was at pains to distance it from the replacement cost of the
particular assets, which he did not favour.

Different interpretations have been placed on his discussion of replacement cost. Gibson
(1993) first noted that he appeared to support replacement cost, and then quoted Canning's
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o w n words, and the even stronger words of Previts and Merino (1979), in denial.
Whittington (1980: 238) drew attention to Canning's emphasis that it w a s the service not
the agent for which the opportunity difference or replacement cost should be sought; and,
that although Canning did not postulate the concept of value to the owner, Whittington
believed that he did influence Bonbright on this issue. In explaining w h y replacement cost
of the agent is unlikely to be relevant, Canning (1929b: 243) comes close to foreshadowing,
in part at least, the recoverable amount rule. H e wrote that "if the technical-use differential
value [opportunity value of the services] is less than the direct sale value the latter should
be recognized". It is somewhat surprising that he did not include inventories in this type of
analysis.

It must be accepted that different interpretations of Cannings work are a real possibili
especially on valuation of assets. For example, it appears that he intended opportunity
difference [the alternative cost of the future services of an agent - a fixed asset] to be used
only w h e n cost exceeded it; in other words it w a s a check on the amount of cost being
carried forward. However, Whittington (1980: 238) followed by Zeff (2000: 7) write as if
Canning intended his concept to have a m u c h more general application. Edwards (1989:
251) believes Canning intended opportunity difference, along with net realisable value, as
a surrogate for present value. Although Canning postulated present values as the ideal
measurements, he argued against the possibility of their use forfixedassets.

Summarising his views on asset valuation, capital value (capitalised present value) is t
ideal being sought in both direct and indirect valuation. Direct valuation was preferred
where there are reliable measurements of "realized income", and was largely restricted to
debtors and short term claims to cash. W h e r e such measurements were not available, nonmonetary assets m a y be valued by their future services at cost provided this does not exceed
their opportunity value. And, as noted in the preceding paragraphs, if opportunity value is
less than net realisable value, the latter amount should be used. It is noteworthy that he
suggested including with thefinancialstatements a schedule disclosing the book values of
assets at the end of the past five periods together with the enterprise earnings and the
percentage relation between earnings and book value
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Turning n o w to his concept of owners' equity, gross proprietorship is distinguished from
net proprietorship. T h e former is defined as the "entire beneficial interest of a holder of
a set of assets in those assets (55-56). Liabilities, defined as "a service, valuable in money,
which the proprietor is under an existing legal (or equitable) duty to render to a second
person (or set of persons) ...", must be deducted to obtain net proprietorship, which
Canning claims "cannot be qualitatively defined except as a mere difference" (56). (Using
his terms, perhaps it could be described as the net beneficial interest in the accounting
entity.) For a sole trader and partnership there is merit in his distinction between gross and
net proprietorship: the ownership claims to all the assets reside with the owners, and the
liabilities are obligations of the owners. Even in the case of secured creditors, they would
first seek settlement from the owners.

He also draws attention to limitations of the definition of gross proprietorship, writing
the valuation of proprietorship, being identical in amount with the summation of the assets,
is determined by unlike methods of measuring as between one kind of asset and another .
and the assets and liabilities are unlike one another in origin or purpose" (58). Presumably
Canning is referring here, not to the measurement methods he proposes based on "future
services", but to the confusing array of accounting valuations found in practice. However,
he is unable to interpret proprietorship in similar terms to assets, and thus fails to establish
a qualitative characteristic applicable to all the elements of the double entry equation.

Considering the stockholders' funds of a corporation, Canning (1929b: 71-2) states that th
capital stock w h e n used without qualifying words, m a y be expressed as follows:
That minimum amount of net (or liabilityfree)estate of the corporation in its assets
which the corporation cannot lawfully reduce by voluntary dividend or redemption
distributions to its shareholders without the consent of the state of its domicile.
While this alludes to the money capital maintenance concept, it does not identify a particular
concept of capital. H e defines surplus, used in its most general sense, as "merely the excess
of the corporation's estate in its assets, the excess of its proprietorship [total assets] as
defined above, over the s u m of its liabilities, its subordinated debts, if any, and its capital
stock.

A deficiency merely measures the excess of the three latter items over the

proprietorship" (75).
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Earnings is the other main item comprising owners' equity to be examined. It will be
recalled Canning in effect defined earnings as being equal to net receipts ±
appreciation/depreciation. T h e accounting equivalent to this economic concept is ultimate
total income being "thefinalfruition in money both of the enterprise assets and those other
services not listed as assets that prove, nevertheless, to have the economic attributes of
assets''' (95). H e emphasises "that it is not money but the conversion into money through
exchange or otherwise" that is significant. The m o n e y and the income, the incoming of
money, are clearly distinguishable. It is this incoming or fruition in money (of economic
services) that provides the " c o m m o n qualitative nature attributed to the above term
[ultimate total income]".

Canning (1929b: 99) specifically equates the ultimate or final income over the "whole te
in an enterprise, which the accountant's completed procedures find in entire accord, both
in nature and in measure, with what Professor Fisher calls 'realized money income'. This
is true both as to the gross and net amounts". But he quickly points out that he can find no
corresponding similarity between annual income of the accountant and any economic
concept. Yet he has sufficient confidence to proclaim that:
N o pretense is m a d e that this term, ultimate total income, or any other
corresponding to it is in use among accountants, but a quantity does inevitably come
into existence, the valued items of which have the c o m m o n qualitative nature
attributed to this term above. It is, in a sense, only a concept implied in what the
accountant does. The concept has a number of conveniences. The most important
of these is that it describes a real thing, real not only in the sense that it inevitably
results from what accountants do, but also in the sense that it describes an actual
state of affairs. It is a matter of fact (95).

So what are these facts? His emphasis of exchange transactions provides a starting point
For example, regarding sales revenue, he notes that the "date of the sale, rather than the date
of collection, determines the period in which the income will be counted" (102), but then,
in the next paragraph he appears to overlook the significance of what he had just written
with the remark that "[t]o give an accurate and comprehensive expression of what the
accountant considers to have been 'effected within the period' is difficult."

While Canning has claimed that money, or fruition in money, provides the common
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qualitative property in respect of accounting profit, no similar claim is m a d e for the capital
stock or the other elements of the double entry equation. This division between money, and
fruition in money, although appearing somewhat artificial, represents an awareness of the
important distmction between money, the asset, on the one hand, and therightto that money
on the other. H e clearly appreciated that the actual m o n e y is an asset, and that the asset
itself cannot be measured twice. O n the other hand, he overlooked the ownership right
subsisting in the owner or the entity to the asset, all part of the double entry. Yet, in
summarising Fisher's theory, Canning mentions the role of propertyrights,"the means
whereby services are customarily agreed to be appropriated" (146) but without appreciating
their potential to link the elements.

Thus far, in spite of Canning's heroic effort, he did not succeed in identifying a qua
property capable of embracing all elements of the double entry equation. Future services
were selected for assets and habilities;fruitionin money for profit, and beneficial interest for
proprietorship. In addition, a fundamental divide separates his ideal economic measurement
from its practical accounting counterpart. Furthermore, no unequivocal concept of capital
maintenance w a s enunciated. A n d his clarity with respect to profit measurement for a
terminated enterprise, w a s not extended to periodic profit measurement for continuing
entities.

The next task is to assess whether his position was clarified in other publications. T
to be considered is his o w n paper published in March 1929, second, the review by Fisher
in 1930; and third, two articles of his disciple, Nelson. Several aspects of his views appear
somewhat sharper in Canning's March 1929 article entitled " S o m e divergences of
accounting theory from economic theory" (1929a), published about six months prior to his
book, for which the Preface is dated 10 September 1929. H e emphasised "that the points
of view [of accountants and economists] taken toward method, subject matter, and specific
problems have little in common". H e affirmed the difference between "economic value" and
"accounting valuation", going on to state that "[t]hose primary or ultimate conditions said
by the economist to determine value are themselves incapable of being measured
statistically; and, on that account, cannot become the foundation for real valuations."
Hence, the accountant "will have to rely upon proximate, or if you will, superficial,
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indications of value" (3). Here Canning's explanation appears weak, on the one hand

denying that the theory of value is relevant and then referring, as in the last quote, lo
to value w h e n intending to explain the cost basis. Later he explained that the accountant's
cost basis is not designed to yield capital value.

For this explanation Canning (1929a: 6) contrasts the difference between the market price
of the securities of a corporation, supposing that the total represents the capital value, and
the corporations investments are shown at cost in the balance sheet. Asking w h o is wrong,
if the s u m of the latter "chronically differs widely" from the capital value, he answers in
these terms:
There is nothing whatsoever in accepted accounting procedure (though there are
some mistaken statements in the writings on accounting) to support the notion that
accountants are trying tofindanyfigurefor the capital value of enterprises. N o one
knows better than the accountants the difference between the cost of the assets and
the capital value of the enterprise. ...
O f those assets that will be directly converted into money he either expresses an
opinion of their present worth or gives afigureto serve as an index to their present
worth. But of the fixed tangibles which cannot be valued in this w a y he [the
accountant] merely says that their residual services ... are essential to the conduct
of the enterprise. O f each class of these essential services he says in effect that he
has no reason to suppose that they could be had for less than their implied cost. H e
exhibits as a valuation that part of the incurred cost which can be said to apply to
unused and available services.
Valuations of this latter kind conform to the valuations upon which skilled m e n act
every day in the conduct of affairs. G o o d valuations of this kind m a y be of the
utmost importance to all concerned in an enterprise. But there is nothing in the
statistical procedure of the accountant that implies either that these valuations are
capital valuations or that the sum of them bears any simple relation to the capitalized
value of a concern's earning power. These valuations and capital valuations are of
such different order statistically that they cannot be translated by any formula from
one form to the other in either direction.

Earlier he had stated that the accountants' theory of valuation ignored the classical the
of value and the theory of capital valuation. However, lacking a positive explanation of
accounting measurement, these statements do not appear convincing. Nevertheless, they

detract from the notion that capital value is the ideal. His reference on page 2 to "mone
profit" is surprising, mainly because it went unheralded and without an explanation.

The review by Fisher (1930b) appeared remarkable, not only for accepting Canning's
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concept of accounting profit, but for explaining it in essence as an "adjusted cash flow
statement". H e buttressed this explanation with Canning's quote (320) equating realized
income and cost valuations with cash receipts and disbursements. Fisher appeared to accept
that this statement expresses the essence of Canning's concept of earnings; and, had Canning
shared Fisher's understanding, it would provide an explanation of Canning's concept of
monetary profit. Fisher (1930b: 74) also offers an improved explanation of "going concern"
value, albeit one which is still incomplete, writing "[t]he accountant's proper business under
the terms for which he is usually engaged is primarily confined to making a correct valuation
of the separable parts and does not include making a valuation of the going concern as a
whole". T o be sure, there is more to the explanation of the accountant's concept of going
concern value than this; separability of itself does not mandate measurement at cost - for
that the concepts of monetary profit, revenue incorporating realisation, and monetary
expenses (based on actual cost) are needed.

Canning's characterisation of both net income and net proprietorship as mere differences
lacking qualitative definition were noticed by Fisher. H e rather glossed over the former,
discussing instead the pitfalls of "double counting". A s to the second, Fisher (1930b: 75)
believed that Canning "does notfiillyclear up the difficulties and ambiguities involved in the
concept of a proprietor" and ventured to suggest that the concept of a "fictitious person",
such as a corporation, m a y have more value than Canning w a s prepared to concede as a
bookkeeping entity. But that raises a different issue.

In the first of his two papers Nelson (1935) decried the balance sheet approach, and lack
qualitative analysis, for teaching beginning students. Largely this paper w a s a mirror image
of Canning's views, reflecting the primacy of income measurement and asset valuations
based on future services. Fourteen of the 21 references were either to Canning or to Fisher
But it also echoed Canning's uncertainty with respect to the reasons for measuring
depreciable assets at cost, and the nature of proprietorship. A s to thefirst,Nelson (1935)
felt that because students lacked framing in present value methods, necessary to understand
the quantification of assets as future services, the entire balance sheet approach w a s
questionable. Nelson believed that, lacking this training, gaveriseto a "professional rule
of law" calling for the valuation of fixed assets at cost less accrued depreciation, and
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valuation of merchandise at cost or market whichever is the lower. But neither does he call
for valuation at present worth; its rationale is to provide a standard against which a
particular method can be compared. Then the admission: " M a n y valuation accounts cannot
be reasonably explained" (315). The balance sheet is seen wholly as a forecast, with asset
values simply an index of the amount of future services. A s in Canning, the opportunity
difference provided by the best available alternative means of providing the services sets an
upper limit to the costfigureto be carried forward.

Nelson struggled, as Canning did before him, to explain owners' equity and its components
Their problems stem directly from viewing it as a mere difference, incapable of being
explained qualitatively in its o w nright.In the measurement of revenue and expense Nelson
(1935) claims that many authors confuse the measure with the subject of the measurement,
and goes on to say:
Revenue is sometimes defined as an increase and expense as a decrease in net worth
[owners' equity]. The qualities of net worth are those of an arithmetic difference
It is a measure only. A revenue or an expense m a y remit in an increase or decrease
in the quantity [of net assets], but neither can itself be a change in the magnitude of
a measure.

It appears that, in spite of earlier quoting Fisher in support of the distinction betwee
"correlative terms" of wealth [assets] and property [proprietorship], Nelson, similarly to
Canning, has reverted to the view of m a n y economists of capital as economic resources
Indeed, Nelson (1935: 314) had recognised the distinction in these terms: "[t]he property
holder has 'rights to the chance of the future services of wealth' (Fisher, 1906: 19)". Yet
in the foregoing block quote this distinction has apparently been overlooked.

It is

interesting that Nelson used the terms revenue and expense generally. Canning had used the
term "gross income" for the former, and the latter mainly in referring to depreciation
expense.

The confusion may stem from the distinction between primitive and defined terms. Because
of their testability, assets and habilities are usually selected as the primitive terms in a theory,
as in the D E C , for example. But that selection does not give them some kind of precedence
in relation to owners' equity. The theory could easily be reconstructed to change the
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primitives. A s correlative notions, assets, habilities and owners' equity are all related and
cannot be interpreted independently of each other. These issues are discussed more fully
in Chapter 5. Nelson's (1942) article is n o w considered.

In 1941 Canning had taken leave from the Stanford department to work full time as an
economic adviser to the Secretary of Agriculture. Apparently he was upset at the
department's failure to continue Nelson's employment (Zeff, 2000). At the outset Nelson
(1942: 132) stated that the article w a s "founded" on Canning (1929b), and that it seemed
"practical to give a general acknowledgment rather than the many particular citations."
However, the analysis begins by hsting three assumptions outlining going concern, and then
four postulates, themselves "self-evident truths about profit and loss". The essence of the
going concern assumptions is that "the proprietors have reason to believe that they will
continue to buy and sell goods throughout an indefinite future", and that it is to their
advantage to do so. The four postulates are quoted in full; they apply to all "transfers of
money's worth affecting the enterprise, except proprietary investments or withdrawals".
1.

2.
3.

4.

Over the life of the business, there is a one-to-one correspondence between
the amount of revenue and the amount of cash receipts, and between the
amount of expenses and the amount of cash disbursements;
T h e total profit for that time-interval (positive or negative) is equal to the
difference between the total cash receipts and the total cash disbursements,
Within any lesser time interval, the amount of revenue is equal to the amount
of cash receipts attributable to bringing enterprise operations to some
particular stage during the period; and
Within such afiscalperiod, the amount of the expense is equal to the amount
of disbursements necessary to obtain the revenue for the year (Nelson, 1942:
133).

It will be recalled that Fisher (1930b: 68) wrote that "[t]he only actual facts of cor
income are the money receipts and expenditures in all their jagged irregularities; but unless
there is s o m e pro-rating the results of accounting are of little practical use". Nelson's
postulates spell out more clearly the Fisher characterisation of what Canning (1929a)
referred to as monetary profit.

This article witnessed a return to what may be regarded as a more clearly expressed
conventional view offinancialstatements. Nelson (1942) chose revenue and accounts
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receivable to demonstrate the relationship between the profit statement and the balance
sheet, the purpose of his article. H e concluded that "[w]e prepare a balance sheet as a check
- a revaluation, so to speak - of our distributions between the past and the future. ... the
balance sheet and profit and loss statement are complementary, each completes the picture
by presenting a different aspect of enterprise receipts and disbursements." Clearly, similarly
to Fisher, he envisaged a number-of-dollars measurement system.

Nelson's other

contribution in this article w a s to formalise the calculation of annual depreciation. H e
demonstrated h o w Canning's method based on fully costing expected future services could
be applied. T h e article is perhaps remarkable for the matters on which it remained silent.
Aspects emphasised strongly by both Canning and Nelson previously, and which did not rate
a mention, were the need for qualitative analysis, and present values as the ideal form of
measurement in the balance sheet.

Where does this leave an overall evaluation in relation to the monetary model? Considered
alone it is difficult to draw clear cut conclusions from Canning (1929b) regarding
measurement of periodic monetary profit. H e was unequivocal about the nature of the
ultimate or total lifetime income for a terminated enterprise.

Perhaps his greatest

contribution w a s the central position accorded services, which in the monetary model are
the basis for apportioning the cost of depreciable assets. This concept, however, was one
he noted had been 'foreshadowed" by Sprague (1907). Zeff (2000: 7-8) notes the possible
influence of the concept of service on Paton and Littleton (1940), Vatter (1947), Staubus
(1977) and others. His advocacy for the writing off of any excess of cost over opportunity
differential in respect of depreciable assets, although thereby acknowledging that "useless
costs" should not be carried forward, was not a full endorsement of the recoverable amount
rule. Although several of his references to "realized income" m a y be interpreted as Fisher's
"realized m o n e y income", it does not appear that all of them can be so interpreted.

However, if the positive Fisher/Canning/Nelson contributions could be viewed together, a
clearer understanding emerges. While no concept of capital, nor capital maintenance, is
identified the profit and loss account is characterised as an "adjusted cash flow statement",
with Canning once describing the bottom line as monetary profit. Utilising Fisher's concept
of realized m o n e y income, revenue is interpreted accordingly. The concept of expenses is
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clearly that of the cost of economic services that have been used. The emphasis in Nelson
(1942) on the relationship between measurements in the profit statement and balance sheet,
places the balance sheet in a more "balanced" position between the past and the future.

Indeed, Canning's strong emphasis on the forward looking nature of the balance sheet,
perhaps undertaken to align his views with economists and also to correct the impression
that the balance sheet related to the past, has led several commentators to hail this aspect,
albeit it w a s derived from Fisher (1906). Obviously, in a cost based system, the valuation
of future services in the balance sheet has an impact on the profit statement. W h e n Nelson
wrote in 1942 no mention was made of the use of present values as the ideal. However, this
more favourable portrayal of their understanding of historical cost, depends to some extent
on regarding Fisher/Canning/Nelson as a "collective entity" with an overall shared view as
their understanding developed.

Canning made use of some colourful metaphors. Chambers (1979) and Gibson (1993)
quote his description of the valuations appearing in the balance sheet as being of "mongrel
origin" but without qualifying it, as he did, as being "from the economist's point of view".
Similarly the conclusion to the same paragraph "that these diverse valuations of diverse
things are added tofindan asset total, that dollar for dollar, cannot possibly have a c o m m o n
significance" (319) is a conclusion attributed to economists - and one, apparently, he did
not share.

May and Gilman, American professional accountants

G O May exercised remarkable influence in the American accounting profession throughout
his career, to the extent that he almost became one of its institutions. W h e n the American
Institute of Accountants (later the American Institute of Certified Practising Accountants,
or A I C P A ) formed the Committee on Accounting Procedure in 1938, partly as a response
to the passage into law of the Securities Act of 1933 and the Securities and Exchange Act
1934, M a y w a s appointed its vice chairman and became "its guiding spirit" (Storey and
Storey, 1998: 15). However, the n e w law which included provision for a non expert body,
the Securities and Exchange Commission (SEC), to prescribe on accounting principles was
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anathema to him (May, 1943: 65), especially as it in effect terminated an initiative with the
N e w York Stock Exchange ( N Y S E ) to which he "had given many years of study". A more
significant reason m a y have been the blow to the continued growth and aspirations of the
fast emerging profession. H e wrote, for example: 'Tf 1918 [following enactment of the
1917 Income Tax Act] saw the authority of the accounting body in America at a peak, the
years of 1933 and 1934 saw it at a low point" (71). His book, Financial Accounting,
published in 1943, is regarded as an accounting classic.

Grady (1962: 204) drew attention to the "most comprehensive" review of Financial
Accounting which appeared in the Harvard L a w Review of July 1945, and was contributed
by Ralph J Baker, Professor of Law. The review included May's 1936 Twenty-Five Years
ofAccounting Responsibility published by his partners. Baker noted that:
The wide range of papers in the interwoven areas of accounting, law, regulation and
government is indicated by the titles to the parts. They disclose an experienced
accountant and an acute mind in action and in reflection, and go far to reveal to
lawyers the methods of thought and work of a leader of an affiliated profession
Practicality and philosophy are in admirable balance, and practice and principle are
subjected to tests for social and economic significance. M a n y lawyers in corporate
and tax practice have made good professional use of this book, and as students of
the quarter century covered have had instruction and pleasure from itsrichand
varied content.
After making the point that modern law practice requires the bar to deal with "the most
difficult problems in accounting" and that there "have been many useful books to supply this
need, but it is believed that M r . May's book [Financial Accounting] is the best of them for
this purpose and makes the most significant contribution for lawyers" (Grady, 1962: 206)

In 1930 the American Institute had formed a Special Committee on Cooperation with Sto
Exchanges, with M a y as its chairman, and this Committee had discussions with the
Committee on Stock List of the N Y S E . The two bodies had shared concerns about the
general lack of understanding of financial statements, and also about h o w financial
statementsfiledwith the N Y S E might be improved. These discussions culminated in a letter
from the American Institute's Special Committee dated 22 September 1932 to the
Committee on Stock list. The full text of the letter and accompanying exhibits are included
as an appendix to Chapter IV (May, 1943). The essence of the position advocated was "to
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leave every corporation free to choose its o w n methods of accounting within very broad
limits" (76), and to require that the methods be published and then adhered to consistently
from year to year. This approach had been followed by Congress in the federal income tax
law and w a s preferred to the prescription of principles by a regulatory authority.

Exhibit I set out five principles "which have won fairly general acceptance" and which,
w a s hoped, would become universally accepted by listed corporations. These principles,
which would set the "very broad limits" referred to in the letter, were included in Chapter
1 of Accounting Research Bulletin ( A R B ) 43 by virtue of their adoption by the membership
of the American Institute in 1934. The main principles were that:
Unrealized profit should not be credited to income account of the corporation either
directly or indirectly, through the medium of charging against such unrealized profits
amounts which would ordinarily fall to be charged against income account. Profit
is deemed to be realized w h e n a sale in the ordinary course of business is effected,
unless the circumstances are such that the collection of the sale price is not
reasonably assured. ... ( A R B 43, Chapter 1, Section A, 1.)
The letter of 2 2 September 1932 explained that the emphasis given to profit measurement
and the income statement in these principles was because "earning capacity is the fact of
crucial importance in the valuation of an industrial enterprise, and that therefore the income
account is usually far more important than the balance-sheet" (May, 1943: 77). With the
statement that "only useful costs should be carried forward" M a y (1943: 87) in effect
proclaimed the recoverable amount rule. Accepting at face value the Institute membership's
1934 statement, together with this view propounded by M a y , provides support for revenue
recognition and cost allocation in accordance with the monetary model.

However, such a conclusion might be going too far in respect of May. While monetary
revenue recognition is clearly endorsed, M a y was ambivalent regarding the proper treatment
of capital gains. H e noted the lack of clarity of several of the English cases, and quoted A
Lowes Dickinson in support of the proposition that "there are causes at work, particularly
in young and growing communities, which m a y render a statement prepared on the basis of
the cost of capital assets misleading and even prejudicial to the proper interest of present
owners" (May, 1943: 91). A s a person w h o believed that purpose determined the
measurements to be used infinancialstatements, it seems strange that M a y did not discuss
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the purpose for which the implied measurement in market values would be relevant. The
quote was however in accord with May's view that valuation is appropriate to an economy
in the early stages of development, whereas cost is more appropriate w h e n it reaches
maturity.

May also entertained the idea that reappraisals, or revaluations, a source of unrealised
capital gains, were justified w h e n price levels had risen substantially particularly during the
1920s, in spite of the later condemnation of reapppraisals at a time when they were no
longer acceptable. Walker (1992) has shown that the S E C had a profound impact on
accounting measurement by the virtual elimination of appraisals or revaluations after 1940
through the exercise of administrative power to accept or reject documentsfiledwith it
According to Fabricant (quoted by Walker) appraisals were c o m m o n over the period 1925
to 1934. O f 208 large industrial companies, 7 5 % (156) disclosed appraisals, with 120 or
7 7 % being write-ups or revaluations; thus there were 36 write-downs. Walker (1992: 2935) briefly summarised in an Appendix 39 S E C decisions taken over the period July 1934
to M a y 1962 concerning write-ups and appraisals. With one exception, all these decisions
concerned statements filed under the 1933 Securities Act regulating the issue of n e w
securities. In nearly all these cases the appraisals were questioned due to their arbitrary or
fallacious basis.

Walker (1992) emphasises that when the SEC began operations in 1934 revaluations which
were bona fide and supported by market or other evidence were accepted. However, this
policy hardened to the point where even the disclosure in parenthesis of current market
values w a s rejected on the ground of being "misleading". Thus through administrative
control the S E C , without public debate followed by the issue of an accounting rule,
effectively enforced a prohibition on revaluations. In a fascinating story Walker (1992) also
dispelled the popular myth that the S E C was content to leave the formulation of accounting
principles to the accounting profession. The fact that this situation, with several notable
exceptions, did c o m e about w a s contrary to the early policy of the S E C .

Returning to May, he also argued that, in measuring earning capacity "it is advantageou
express revenue and charges against revenue in terms of a monetary unit of the same value"
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(May, 1943: 93). Value, for him in this context, w a s purchasing power. A n d he noted the
"strange anomaly" where lower book values lead to lower depreciation charges, higher
profits and "higher values per share as measured by the process of capitalizing earnings",
whereas (by implication) higher book values through revaluations lead to higher
depreciation, lower profit and thus lower value per share. The so called anomaly only arises
because of the inconsistent treatment of the gain, credited to a reserve, whilst the additional
depreciation is debited in the profit statement.

Although May generally supported the use of cost in financial statements, his support
appeared to be because of its demonstrated usefulness rather than on the ground of being
derived logically from a sound theory. For example, he concluded his chapter on cost and
value with the statement that "primarily the accounting forfixedassets should be based on
cost, but that perhaps the strongest argument in favour of this procedure is the difficulty and
uncertainty that are encountered in determining value" (May, 1943: 102). This is m u c h less
than a ringing endorsement of the cost basis. A n d he appears to give equal weight to asset
write-ups as to asset write-downs provided they are bona fide, that write-ups are not
credited to income (thus preserving the integrity of the realisation concept), that the rights
of different classes of equities are recognised, and that the adjustments are effected through
a quasi-reorganisation approved by the stockholders. Furthermore, any adjustments which
are "corrections of past estimates" should be distinguished from genuine revaluations
Apparent support for the recoverable amount rule (May, 1943: 180) does not help to
resolve his ambiguity in respect of support for the cost basis, simply because that rule could
be applied in any of the entry or cost based models.

As for his theory of accounting May presents as an enigma perhaps best explained by his
pragmatic approach which enabled him to jettison any previously accepted position w h e n
he judged that its results no longer satisfied the criterion of usefulness. In this he
exemplified the approach of the English c o m m o n law. H e was well aware of its application
in the legal decisions on profits available for dividend. It is rather ironic that the use of the
term "principles" to describe the rules and conventions applied in accounting was criticised
vehemently by m a n y writers (Storey and Storey, 1998: 4-14). M a y not only chaired the
Institute's Special Committee on Cooperation with Stock Exchanges which introduced the
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term "accounting principles" into the audit report, but w a s also chair of the committee
which in 1940 incorporated the Special Committee's definition of principle as "[a] general
law or rule adopted or professed as a guide to action; a settled ground or basis of conduct
or practice" in A R B N o . 7 Report of the Committee on Terminology. In the opinion of
Storey and Storey (1998: 14) "the legacy of institutionalizing the definition of principle has
been that the terms principle, rule, convention, procedure, and method have been used
interchangeably, and imprecise and inconsistent usage has hampered the development and
subsequent efforts to establish accounting principles".

Gilman (1939: 257) was a strong critic of the use of the term "principles", in effect
foreshadowing its weakness for the reason given above - with the acknowledged advantage
of hindsight. H e concluded that:
The frank admission that there are no principles of accounting will leave the
accounting profession in the more defensible position of being guided by general
doctrines, specific conventions, and various rules, practices, methods, and standards
derived from the relationship between accounting and otherfields,which by the test
of experience have proved practical and acceptable
B y such admission the accountant will be relieved of that embarrassment and
awkwardness which results from trying to justify a proposition as a principle of
accounting because it is based on a principle of mathematics, or because it is derived
from a principle of economics, or because it is required by statute or edict
Like M a y , he believed in the " c o m m o n law" approach. Fortunately Gilman's emphasis of
conventions, doctrines and rules did not inhibit others from searching for a theory of
accounting, and, after some initial support, the approach withered under strong attach
(Chambers, 1964). Gilman (1939: iii) stated that the "justification for this book is to be
found in the history of the past half-dozen years which have witnessed a shift in accounting
emphasis from the balance sheet to the profit and loss viewpoint". Those years included the
depression, the securities legislation including formation of the S E C , adoption of the six
rules previously mentioned by the American Institute membership in 1934, and the issue by
the A A A of its 1936 statement. H e chose to devote "a substantial number of chapters ... to
net profit problems arising from inventories and fixed assets ... in the belief that the
conclusions reached will be applicable generally to other categories." His views on
measurement of these two items are n o w considered.
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Gilman (1939) w a s uncompromising in supporting the cost basis. For him there w a s no
flirting with the lower of cost or market rule. Regarding non-cash assets generally, he
quoted May's statement that:
When the accountant records an asset acquired at cost and retains it at that figure
even though its value is greater than cost, he does so because he desires to value the
asset and accepts cost as the measure of value, in default of any better.
He did not draw attention to May's equivocation. However, he regarded Perry Mason's

description of non-cash assets as "deferred charges", as a "most helpful concept" (Gilma
1939: 291), particularly w h e n applied to costs to be carried forward in the balance sheet in

respect of depreciable assets. These costs represent deferred charges in respect of futu
income. However, the characterisation of debtors as deferred charges in respect of cash was
not so obvious.

That Gilman's approach was not wholly devoid of logical analysis or reason is clear from
his overall summary reading:
A Concept of Accounting Profit. - Subject, of course, to a variety of exceptions
and qualifications, the following outline m a y perhaps have some descriptive if not
definitive value:
1. Accounting is conventionalized written statistical history expressed in terms of
m o n e y of an artificial person or entity with reference to property, tangible or
intangible, in the possession of the entity and with reference to various liabilities
owed by that entity to those w h o have supplied it with goods, money, or services or
w h o , by virtue of their power can extract services from it.
2. At its simplest, accounting profit is the increase in entity indebtedness to
proprietorship (disregarding additional proprietorship investment or withdrawals)
during the life of the entity, the expiration of which implies termination or
realization.
3. Periodic accounting profit represents an interim profit computation based on
estimates which are accurate only (1) w h e n the sum of the periodic profits so
computed is equal to the profit computable for the entire life of the entity from
inception to termination, and (2) w h e n the items of income, cost, expense, or loss
employed in the computation of profit for any one period are not properly assignable
to another period.
4. T h e methods of estimating periodic accounting profit have been formalized by
a variety of conventions, doctrines, rules, and practices based in part on upon logic
and part on expediency.
5. The significance of periodic accounting profit is, therefore, the algebraic sum of
the separate sigriificances of the various conventions, doctrines, rules, and practices
which at any particular time constitute the c o m m o n law of accounting (Gilman,
1939: 604-5).
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The reference to "statistical history" in thefirststatement is reminiscent of Canning's view,
and Paton's entity theory shines through, particularly in thefirstt w o statements. Although
Gilman dismissed Sprague's view that profit could not be construed as a hability to the
shareholders, Sprague's logic appeared sound. In the second statement, Gilman's treatment
of profit as an increase in "entity indebtedness" appears forced. Apparently, the entity
theory as such w a s not generally supported (Previts and Merino, 1998). The last statement
is very similar to Canning's (1929b: 98) adverse characterisation of profit as "... the figure
that results w h e n the accountant hasfinishedapplying the procedures he adopts", and which
Gilman (1939: 610) quoted in concluding his book. But he interpreted the statement in a
positive light, writing that "[a]ny suggestion that such a comment is destructive rather than
constructive should be stoutly resisted. Accounting does not require an apologist even
though it often requires an interpreter. It is in his role of interpreter that the accountant
excels."

In quoted statement number 4, Gilman acknowledged that "logic" played "some part", and
although he used "logical" as a criterion throughout the text, he did not attempt an overall
summary of the relationship amongst the various rules and concepts used in periodic profit
measurement. Yet statement 3 by equating the sum of periodic profit to total lifetime profit
provided a very good starting point, and one previously recognised by Fisher and Canning.
O n periodic profit measurement, similarly to M a y (1943), Gilman (1939: 602) w a s very
clear about the realisation concept but not convincing when confronted with abnormal losses
in respect of depreciable assets "not being retired", although he referred to "the apparent,
or real, necessity of relieving future accounting periods of burdensome depreciation charges
(503)". This is the closest he came to the need for the recoverable amount rule. His
discussion considers a range of related issues, for example, whether a capital loss might be
charged to a capital account, and whether prior period adjustments could be m a d e against
surplus, but without being discussed using the principle enunciated in statement 3.

It is surprising that Gilman (1939) did not attempt to place his views within an integrat
conceptual framework. For in Chapter 14 he endeavoured to draw up a "composite list of
principles" from the views or statements of several authorities, one of which w a s the A A A .
H e noted that their statement, to be considered next, included a comprehensive axiom
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stating "accounting is thus not essentially a process of valuation, but the allocation of
historical costs and revenues to current and succeedingfiscalperiods" which, he believed
with some modification, "comes about as close to representing a true principle of accounting
as any" (Gilman, 1939: 199).

Early attempts through the AAA to formulate accounting principles

The 1936 "Tentative Statement of Accounting Principles Underlying Corporate Financial
Statements" published by the Executive Committee of the American Accounting Association
was notable for several reasons. It w a s thefirststatement on accounting principles by an
accounting body. Second, the Executive Committee included W A Paton and A C Littleton
w h o had been appointed Director and Assistant Director of Research respectively. Third,
drafted by President E L Kohler and H C Greer the Tentative Statement unequivocally
supported the "cost basis". Extensive discussion and debate, fuelled by the Executive
Committee's determination to make a positive contribution "eventually produced agreement
on every major point" (Zeff, 1966: 44-5), a remarkable achievement. C G Blough praised
this statement as a real contribution to the accounting profession (Zeff, 1966: 46), and Zeff
(1999: 90) described it as a "paean" to H C A . The main motivation for its preparation was
"to provide authoritative guidance to the recently established S E C " whose "accounting staff
frequently cited the 'Tentative Statement' with favour as well as the revisions thereof issued
in 1941 and 1948 and the eight supplementary statements issued between 1950 and 1954"
(Zeff, 1999: 90).

Previts and Merino (1998: 280) noted Husband and May's characterisation of the 1936
Statement as "ownership dominated", a valid claim assuming the centrahty of property rights
is accepted. However, their claim that the Statement "marked the beginning of what many
academics believed w a s a retreat to 'conservatism'", warrants closer examination. First,
there are those critics (Sterling, 1967, for example) w h o believe that H C A is of itself
inherently conservative. Given that the main purpose of the H C A system is to measure
periodic monetary profit, it is not possible to be consistently conservative for that purpose one period's conservatism will be "matched" by another period's optimism. Thus, the
criticism fails on the general ground that conservatism cannot be advocated as a
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measurement principle.

Second, Previts and Merino (1998: 461) refer to three writers, one of whom is Rorem

(1937), to support the notion of a "retreat to 'conservatism'". Many practitioners beli
the lower of cost or market rule to be inherently conservative, and in acknowledging their

viewpoint Rorem (1937: 134) appeared to diminish the point of principle being made in th
1936 Statement. His actual statement is quoted in full in to clarify his interpretation and
comments.
The committee's arguments and discussion are convincing and sophisticated, but
theirfindingsappear to be influenced by the general rule of conservatism which has
been the by-word of the accounting practitioner. The committee would seem to be
saying: "be accurate if you can, but in case of doubt, be conservative." This is to be
contrasted with the d o g m a that an accountant should be conservative to the point
of inaccuracy. Fortunately practising accountants have applied the rule of
conservatism with the c o m m o n sense and the special knowledge which arose from
their experience. The committee has given a better defence of the old d o g m a or,
if one prefers, has changed the d o g m a to a logically defensible rule or procedure
Any doubt where Rorem stood regarding his preference for "dogma" or a "logically
defensible rule" was removed by his next paragraph, commencing:
The most significant contribution to accounting valuation, in the writer's opinion,
is the implicit recognition by the committee of the economic similarity of current and
fixed assets. The rule of cost-less-depreciation for fixed assets is the same in
principle as the rule of cost-or-market for current assets. Each of these values is an
attempt to adjust the values to such amounts as may reasonably be expected to be
recoverable in the course of future operations. But in each case the anchor-point
of valuation is the original cost, and the changes are attempts to measure expired
values.

Rorem (1937), was also invoked to "chastise" the "committee report for calling a section
"measurement of income" when the report ignored the measurement problem, focusing

solely on classification of income" (Previts and Merino, 1998: 280). Yet Rorem's critic
was of the naming of this section, and he noted that "the committee may have regarded

income determination as essentially subordinate to the problem of costs and valuation,
the resultant emphasis upon subdivision rather than the primary definition" (135). The
previous block quote would appear to support this perception. Furthermore, he believed
that the "inclusive nature of income" could be inferred from Proposition 8, and he drew
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attention to the division of the income statement into two sections, one reflecting regular,
recurring operations of the period and the other showing extraordinary operations including
capital gains and losses realised in the period, emphasising "the necessity of both inclusion
and separation in respect of irregular items of income".

Rorem (1937: 136) regarded the section on "Capital and Surplus" as "the clearest and mos
satisfactory definition of corporation capital which has appeared in accounting literature".
Only two major divisions of the stockholders' funds were to be permitted: paid in capital
and earned surplus. The income statement or profit and loss account should be the only
means by which items of gain or loss could be credited or debited to earned surplus
Provision w a s included for a "quasi-reorganisation". In conclusion, Rorem (1937: 138)
wrote:
The tentative statement of the committee must be applauded as a step in the
progress of accounting as a science. ... The committees recommendations on costs
and values might be criticised on the grounds of abstract theory, but they must be
defended on the grounds of practical applicability. Conversely the recommendations
on income, capital and surplus appear proof against all theoretical criticism, although
they m a y be expected to meet stubborn resistance in practice. The simple and
logical concepts included in the statement will not meet ready acceptance from
individuals or groups w h o have been guided only by accounting or legal custom In
the final analysis the accountant's obligation is to use scientific method and to
present scientifically defensible facts.

He noted that the task of the AAA had just begun. The statement was revised again in 194
and 1948 with the integrity of the main concepts being maintained. The three "notable
propositions" on cost, all-inclusive income concept, and the distinction between paid in
capital and earned surplus, were clarified and elaborated in the 1941 restatement titled
"Accounting Principles Underlying Corporate Financial Statements".

The 1948 revision was commenced by a special committee of six members appointed by the
1946 Executive Committee, and issued by the 1948 Executive Committee often members,
two of w h o m served on the 1946 special committee. Thus, 14 members were involved in
addition to the "many members" w h o reviewed the draft. Eight supplementary statements
were issued during the period 1950 to 1954. In N o . 1 Reserves and Retained Income issued
31 December 1950 the Committee on Concepts and Standards Underlying Corporate
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Financial Statements concluded that the term "reserve" should not be employed in published
financial statements, and that the "reserve section" in corporate balance sheets should be
eliminated.

This conclusion followed logically from the position adopted in 1936,

particularly in respect of the inclusive profit concept and the view that it provided the single
path to earned surplus.

The beginning of erosion of the support for historical cost as the sole system of reporti
following the post-war inflation is evident in supplementary statement No.2 Price Level
Changes and Financial Statements of 1 August 1951. In concluding, the committee noted
that different purposes m a y require different reports, and that "the time has c o m e to give
adjusted dollar statements a thorough test" ( A A A , 1957: 28) in supplementary statements.
No.6 Inventory Pricing and Changes in Price Levels of 31 December 1953 expressed the
belief that "artificial LIFO has some usefulness provided adequate standards of disclosure
are utilized" ( A A A , 1957: 40) but this w a s in the context that experimentation with pricelevel adjustments had not yet resulted in alternatives based on realistic flow assumptions
However, thefinalrevision of the Statement, issued in 1957, "proved to be too venturesome
beyond established practice for easy acceptance by the S E C " (Zeff, 1999: 90).

Meanwhile the classic 1940 Paton and Littleton monograph was distributed jointly by the
Association and the Institute as a "dividend" to their respective members (Zeff, 1966: 49).
This represented both academic and professional endorsement of a high order. Apparently
Paton and Littleton had promised late in 1936 to prepare quickly "something...that can be
related to the previous tentative statement of principles" (Zeff, 1966: 56). However,
because of disagreement over the title of the proposed paper nothing happened until the
Executive Committee asked Littleton in 1938 to draft a revision. Paton, following
Littleton's suggestion, revised Littleton's paper extensively; indeed, the process w a s assisted
by m e m b e r s of the Executive Committee w h o exchanged criticisms with the co-authors
culminating in thefinaldraft in December 1939 (Zeff, 1966: 57). M o r e recently, Zeff (1999:
90) has described it as "perhaps the most influential monograph in the U S accounting
literature.... Above all, it was an elegant explication and rationalization of the historical cost
accounting model that w a s already widely accepted in the U S " Yet a question to be
answered is h o w it was they stopped short of fully articulating the monetary concepts. A n d
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there has been a suggestion that Paton did not really support its basic premises.

Thus, over the five year period 1936 to 1941 members of the Association's executive
committees had been extensively involved in formulating and refining statements on
accounting principles into a full and articulate exposition. Yet the fact that the basic
propositions retained their essential character throughout this process w a s extraordinary,
especially w h e n w e consider the disagreement over accounting principles today. This
generation of American academic accountants came very close to articulating fully the
concepts for periodic monetary profit measurement. Realisation, cost allocation, and
recoverable amount were all recognised. Share capital w a s the money capital paid in, or
monetary equivalent. Earned surplus, or retained earnings, represented the total monetary
profits to date less total dividends paid. Although the significance of ownership or property
rights were not recognised directly, the 1948 Statement referred to assets of an enterprise
as "itsrightsin property, tangible and intangible". Previts and Merino (1998) noted the
emphasis of shareholder ownership.

By emphasising "measured consideration" and "price aggregates" in their classic work Pato
and Littleton (1940) came close to articulating the monetary concepts. The following
quotes attest to the significance of these terms to their study:
T h e basic subject matter of accounting is therefore the measured consideration
involved in exchange activities, especially those related to services acquired (cost,
expense) and services rendered (revenue, income) (11-12)
T h e concept of accounting subject matter as price-aggregates resulting from
exchanges thus becomes a m u c h needed device for coordinating a number of related
concepts (12-13).
They preferred the unusual expression "price-aggregates" to historical cost because it was
more extensive. However, Paton and Littleton (1940) appeared to be drawn from this
explanation in favour of an economic one. Following further discussion they wrote:
It is not "money" that is significant, it is not "price" that is significant. "Service" is
the significant element behind the accounts, that is, service potentialities, which,
w h e n exchanged, bring still other service-potentialities into the enterprise (13).
A n d they concluded:
Accounting is, therefore, strongly rooted in economics even though its objectives
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are different and its m e d i u m of exchange, price-aggregates, falls short of a suitable
medium for economic reasoning (13).
There is an apparent contradiction between these statements from an accounting
perspective. O n the one hand the authors acknowledge that "price aggregates", the
measured consideration involved in exchange activities or money flows, are the basic subject
matter of accounting, providing in addition the means for coordinating a number of related
concepts. Then, on the other hand, dismissing them because they do not provide a "suitable
medium for economic reasoning" when they had already noted that accounting's objectives
differed from those of economics.

"Verifiable, objective, evidence" (18) then appeared to be given the role of justifying
of cash flows. Important as they are, these evidential concepts are secondary to the actual
cash flows themselves. Today there are m a n y w h o still see the evidential aspects as the
prime reason for H C A ( A S B Principles, Chapter 5), yet a m u c h stronger case exists.

Moonitz has suggested that Paton may have agreed to the final draft of the Monograph
when he was "not himself' following the tragic accidental death of his son in 1938 (Gilbert,
2000: 34), the implication being that due to his preference for replacement costs he was
most unlikely to have supported historical costs. Against this interpretation is Paton's
(1922: 425) warning of the need to be constantly aware of the inherent limitations of
accounting - a warning which he repeated w h e n commenting on suggestions for the use of
replacement cost. This w a s eloquently expressed in Paton's 1940 Dickinson Lecture in
relation to L D F O w h e n he wrote:
Whatever else m a y be said it remains true that last-in,first-outprocedure does tend
in some degree to minimise the fluctuations in reported net income. This leaves us
facing the essential question: Is such stabilization desirable? A s I have already tried
to indicate, I feel that an answer in the negative is justified. A clear distinction must,
of course, be drawn between actual stabilization of business and apparent
stabilization through accounts. ... Certainfieldsof business, it is generally agreed,
are subject to sharp fluctuations in prices and volumes of sales from year to year
W h e r e this is the real situation, it is surely not desirable to introduce accounting
methods which bring about an artificial averaging or smoothing. That is, if there are
good years and bad years, this condition should be sharply disclosed, not obscured
by the accounts and reports.
T h e problem is one of adequately qualifying annual statements without creating
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misconceptions. The proper solution, I submit, lies in supplementing annual reports,
not in doctoring them (Quoted by M a y , 1950: 270-71).
M a y (1950: 271) added that the "reasoning seems as relevant to the present discussion as
to the consideration of the merits of LIFO". Another factor was that Paton was also
shocked by the collapse in prices during the great depression.

Moreover, as the senior author, it is difficult to imagine Paton concurring in a public
about which he held substantial reservations. O f course, people can change their mind; a
case in point is Paton's comments in effect attributing to Sprague (1907: vi) condemnation
of the accounting profession for "bending the knee to the view that the recorded dollars in
accounts, regardless of their dates, are the only data worthy of being reported, and are not
to be disturbed, no matter what happens to prices and other evidence of change ..." Paton
was 72 years of age when he wrote these comments in 1972.

Concluding comments

Previts and Merino (1998: 160) give Sprague some of the credit for development of the
notational and axiomatic representation of activities in accounts in a way which "facilitated
abstraction and the modelling of accounting transactions". While Folsom's role in these
developments remains unclear, it would be surprising if he did not contribute to this
development, particularly as he and Sprague both worked in N e w York and their books
were published there. Previts and Merino (1998) then expressed the opinion that:
Without these achievements, the developments of thefirstthirty years of the next
century would not likely have c o m e to pass, particularly in terms of the accounting
techniques needed to communicate the financial data and statements that
characterized the growth and complexity of the corporation.

Sprague (1907), however, by identifying the concept of service and the embryonic state o
many others appears to have travelled further than simply providing a means for abstraction
and modelling. H e contributed conceptual substance in several ways. It is not clear whether
he derived the concept of service from Fisher (1906). But he clearly distinguished the
differing nature of proprietorship and liabilities, and outlined going concern valuation
Assets were regarded as "rights over things". Canning (1929b), 22 years later, struggled
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to explain proprietorship and its components, including revenue. In his search for a
c o m m o n , quahtative property he identified "fruition in money" in respect of revenue but was
unable to extend it, or apply an alternative c o m m o n property, to all elements of the double
entry equation. His main contribution appeared to be to provide a rational basis for
depreciation policy based on services provided by the asset. In this he appeared to be
following Fisher (1906). Canning's indirect valuation of depreciable assets abandoned as
an unrealistic ideal the calculation of their present values in favour of the allocation of their
cost based on services subject to his opportunity differential check on the amount to be
carried forward. In stressing the forward looking nature of the balance sheet, Canning
(1929b) w a s simply echoing Fisher (1906).

In reviewing Canning (1929b), Fisher (1930b) provided the bridge linking measurement of
total lifetime profit to periodic profit measurement. Cash flows were that link, and for
periodic profit measurement the cash flows in respect of incomplete transactions or those
extending over more than a single period must be "pro-rated". Although Canning (1929a)
used the term "monetary profit" it w a s not until his disciple Nelson (1942) articulated the
overall concepts in similar cash flow terms that it could be claimed that the concept was
similar to the profit concept intended by the monetary interpretation.

Meantime, of course, the great depression had left its impact, including the Securities
of 1933 and 1934 which established the S E C with the authority to prescribe accounting
rules. Thereby accountants were provided with a strong incentive to establish accounting
principles, and thus avert the need for official regulatory action. M a y and Gilman, two
professional public accountants, shared a similar " c o m m o n law" philosophy of accounting.
Although M a y was instrumental in having several important concepts on the nature of profit,
including realisation, adopted by the membership of the American Institute of Accountants
in 1934 his support for H C A appeared equivocal - cost was to be used simply because a
superior concept of value had not yet been identified. H e bemoaned the demise of the
approach that the Institute's Special Committee had negotiated with the N Y S E .

The

significance of the vote by the American Institute of Accountants should not be overlooked.

Gilman (1939) was a fully committed advocate of the cost approach; not for him the
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flirtation with the 'lower of cost or market" rule for inventory measurement. His book was
in part a response to the publication by the A A A of the 1936 Tentative Statement of
Accounting Principles. M a y (1943) recognised that "useless costs" should not be carried
forward in the balance sheet, thereby indicating the need for the recoverable amount rule.
Thus, the theory outlined by these t w o practitioners supported the revenue and expense
concepts of the monetary model, but without a full explanation of the recoverable amount
rule.

The 1936 Tentative Statement of the AAA and the subsequent statements in amplification
in essence completed the explanation of the rules for periodic monetary profit measurement
and presentation in the balance sheet, although few writers appear to have appreciated its
full significance at the time. This explanation achieved its fullest expression in the classic
presentation of Paton and Littleton (1940). The expression of the recoverable amount rule
was more direct and clearer in the 1936 Statement. There w a s no attempt to establish a
qualitative, empirical property c o m m o n to all the elements in any of the publications. This
need was simply not appreciated. A s previously stated, the level of agreement achieved by
the A A A , a professional association compromising largely academics, particularly when so
many were engaged in the process, was truly remarkable. The main planks of the monetary
interpretation, realisation and cost allocation, were accorded unequivocal support

Thus, in the 1940s in the United States of America, substantial agreement existed betwee
academic and professional accounts on the substance offinancialstatements.
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Chapter 10

A n evaluation of current cash equivalents ( C C E s )
Introduction

The main motivation for this chapter is to examine whether measurement theory can support
the use of current cash equivalents (CCEs) infinancialstatements. This support could be
for i) the application of the concept of numerosity, using the absolute scale (a special case
of the ratio scale, Stevens, 1946) or ii) selection of a qualitative, empirical property of the
elements from recognised information needs, with C C E s identified as the property to be
measured. Three financial information needs are recognised for this selection. A secondary
motivation is to evaluate whether another accounting measurement system, in contrast to
the monetary model, can be derived using the general postulates. In addition, the case for
C C E s is evaluated utilising the less stringent conditions suggested by Vickrey (1970).

Chambers was a consistent and strong advocate for the use of current market selling price
or C C E s , in the balance sheet. Following clarification of the nature of C C E s , the debate
which erupted following publication of his main work (Chambers, 1966) on the concept of
numerosity is reviewed, and the question of whether numerosity can satisfy measurement
theory criteria is explored. Then the alternative approach to numerosity justifying the use
of C C E s is considered. Establishing the relationships between the three information needs,
and the qualitative, empirical property identified as relevant is more direct than for the
monetary interpretation, leading to simplification of the method proposed in the general
postulates outlined in Chapter 5. The three information needs recognised for this purpose
are labelled as debt paying potential, potential for adaptation and net exchangeable asset
backing per share. The recognition of these three needs is not meant to be restrictive; others
m a y be equally relevant.

A series of surveys conducted by Chambers and others is used to gauge the extent to which
support exists in the business community for measurement of wealth and related concepts
A n explanation is offered for the "anomalous" responses which surprised Chambers (1980).
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The Dyer C o m p a n y Ltd example of Chapter 6 is also utilised to demonstrate the application
of C C E s , including the calculation of profitfigures.The organisation of the chapter follows
this overview.

CCEs defined

Clarification of several preliminary points should assist the analysis. First, the term,
adapted from Chambers 1 (1966), is used here to refer to the net current market selling
prices of assets other than cash, sold in the ordinary course of business, and the settling

price of liabilities, settled likewise in the ordinary course of business. The aggregate
amount of CCEs includes the amount of any cash held. The concept is net, meaning that
any costs of realisation must be deducted from the expected selling price of the particular
asset.

Second, the selling prices used in measurements of CCEs are frequently referred to as ex
prices, as opposed to cost based systems using entry prices. Thus the emphasis shifts from
the cost of the assets to what they can be sold for. But to refer to different accounting
models on this basis can be a cause of confusion, as most models use both entry and exit
prices in measuring periodic profit. Thus, for these models, entry prices and exit prices are
not extensive terms. However, normally they are terms used to indicate broadly the basis
of measurement to be applied to non-monetary assets on hand at balance date.

A third requirement is to be specific about the meaning of "equivalence". Obviously, the
intended equivalence to cash is clear; it is the timing that needs to be clarified. The point
to be recalled from the above definition regarding timing is that "current cash" means
"realised in the ordinary course of business". This notion should be distinguished sharply
from "immediate cash" or "liquidation cash", being what would be realised if sold on the

Chambers (1966: 92) wrote: " W e propose, therefore, that the single financial property which is uniformly
relevant at a point of time for all possible future actions in markets is the market selling price or realizable
price of any or all goods held. Realizable price m a y be described as current cash equivalent." H e then
included a footnote quoting Keynes (1930) to the effect that a person's demand for purchasing power translates
into a d e m a n d for an 'equivalent' quantity of money. V o n Mises (1963: 213) used the term "money
equivalent".
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relevant date. Therefore, depending on the nature of the non-monetary assets, C C E s
defined as above would not provide a measure of immediate liquidity. This definition is
similar to that for net realisable value ( N R V ) . The two terms can be treated as synonymous
provided the same assumption regarding realisation is adopted for each.

Finally, it is assumed that the assets for which CCEs are to be found are exchangeable
which can be sold independently of the business. The term "exchangeable assets"(Leo,
Hoggett and Radford, 1995) has been deliberately chosen to exclude goodwill attaching to
the business as a whole. The reasons are,first,that goodwill of the business is not an
exchangeable asset of the company; it is not able to be bought and sold independently of the
other assets, and thus cannot be converted into cash for settlement of debts or reinvestment
It will be noted later that this is not a completely unequivocal concept. Second, what is
being measured is the C C E s of the individual assets. Their aggregation will yield the total
C C E s available to the company by a particular break up of the company, a sum which
should be distinguished from the market value of the company as a whole obtained by
capitalisation of the price for the company's shares (Ryan and Tibbits, 1997). This approach
based on the measurement of individual assets is in accordance with Assumption 10 adopted
by the Accounting Standards Review Board ( A S R B Release 101). The term tangible assets
is sometimes used to communicate that the selling price does not include any element of
entity goodwill. Yet with intangible assets including identifiable intangible assets like trade
marks or patents, exchangeable assets is the preferred term

Numerosity and current cash equivalents

Chambers (1965) gave currency to the term "current cash equivalents" (CCEs). His use of
the concept of numerosity to describe the measurement of C C E s sparked a vigorous debate,
which remained unresolved, at least to Chambers' satisfaction. Larson and Schattke( 1966)
challenged whether C C E s under his interpretation were additive, and Chambers (1967)
responded. Vickrey (1975b) attempted clarification, and Larson and Schattke (1975)
corrected an oversight in Vickrey's (1975b) summary of their views. Vickrey (1975a) had
considered the question extensively in his thesis. These three critics agreed that numerosity
could not be employed in Chambers' theory because his theory departed from the simple
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counting of dollars in favour of measurement of purchasing power profit.

Chambers (1976), not accepting these arguments for rejection of CCEs in CoCoA,
wondered what had happened to them. Trowell (1977) contributed with a book of readings
comprising the main articles, and a summary of the issues. Vickrey (1978) revisited the
controversy,freehe hoped from the heat of debate. Trowell (1980) reconsidered earlier
arguments, but his conclusion that C C E s were additive for measuring purchasing power was
refuted by Solomon and Vickrey (1980). Lim (1966) and M o c k (1976) were other writers
to support the use of the concept of numerosity in accounting.

The intention here is to provide an overview of the debate, to evaluate the conditions
which numerosity m a y be applicable, especially to C C E s , and to explain h o w the confusion
with Chambers m a y have arisen. The analysis is later extended when considering whether
C C E s can be used as a measure of a property other than numerosity

Stevens (1946: 680) provided a measurement theory perspective on numerosity stating tha
Foremost among the ratio scales is the scale of numbers itself- cardinal number - the
scale w e use w h e n w e count such things as eggs, pennies and apples. This scale of
the numerosity of aggregates is so basic and so c o m m o n that it is ordinarily not even
mentioned in discussions of measurement.
Stevens (1946) clearly regarded the absolute scale as a special case of the ratio scale. H e had
also suggested that any ambiguities in the transformations permitted could be resolved by
seeking "thefinaland definitive answer in the mathematical group-structure of the scale
form...", an approach Vickrey (1975a) followed.

Vickrey (1975a: 57) identified the absolute scale as the fifth type, stating that:
The absolute scale is the scale that w e use in measuring the numerosities of sets of
classificationally equivalent phenomena. Numerosity is the property of a set of
objects w e measure by counting the members of the set. Thus, the set of cardinal
numbers constitutes the domain of the numerical relation system which is related to
the absolute scale.
Viewing the absolute scale as coming within the ratio scale, the relatively minor distinction
between the two scales is governed by the different transformations each permits. Vickrey
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(1975a: 67) described the admissible transformation in respect of the absolute scale as the
"identity" transformation, whereas the relevant transformation for the ratio scale is the
"similarity" transformation (Roberts, 1979: 64). T h e identity transformation is restricted to
things of the same kind as those being counted.

Ellis (1966: 155-6) argued that simply counting the members of a set does not qualify as
measurement. For counting to so qualify he wouldfirstrequire selection of a "set of
standards or their equivalent"2, which is taken here to mean identification of the qualitative,
empirical property to be measured. Numerosity not only avoids this choice, but, as Willett
(1987: 158) has demonstrated, is not a qualitative property. Abdel-Magid (1979a: 353)
rejected the use of numerosity for its failure to deal with valuation models. For example,
assuming that related concepts of periodic profit and capital maintenance were the object
of measurement, the selection of these concepts should be supported by the relevant
qualitative, empirical property. This is m u c h more complex than simply counting dollars
(Larson, 1967), and the numerosity of dollars is not a relevant concept.

In spite of Ellis' unfavourable conclusion, numerosity may be able to play a restricted
when capital and profit measurement is not being attempted. The concept of an "egg" as
the counting unit can be justified w h e n one is counting the number of a class comprising
eggs. Presumably multiplication by 1/12, to convert the unit size to dozens, could be
justified in relation to a given purpose (Chambers, 1976). Counting in dozens of eggs would
maintain their identity, and should be acceptable. Turning to accounting applications,
receipts and payments accounting would qualify. The cash flows in and out of the firm are
simply being counted. Like eggs, they too could be converted so long as their identity was
maintained, for example, by conversion of dollars into cents. So numerosity in this example
is the number of dollars involved in the inflows and outflows, which are counted using the
absolute scale. It needs to be appreciated that these dollar flows are being measured in theno w nright;and not as a property, like wealth for example, of the elements of the D E C .

For example, if the numerosity of eggs were being counted presumably Ellis (1966) would be satisfied if a
"standard" egg was defined by weight and/or size, and only eggs meeting the standard would qualify for
measurement.
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It is precisely in this sense that C C E s m a y be able to be validly measured. The object of
measurement is the number of C C E s possessed by the firm, that is, their numerosity.
Vickrey (1975b: 145) and Larson and Schattke (1975) explicitly accepted that C C E s could
be measured in this sense. But the C C E s must be measured in their o w n right. Once they
are stated to be a property of the elements of the D E C the absolute scale is no longer
applicable, and an extensive property needs to be identified to justify use of the ratio scale

This is where the confusion with Chambers (1966) enters the picture. He clearly intended
that the amounts shown for assets and habilities at balance date should be their C C E s . Were
that all that w a s intended to be measured (the net C C E s of the firm), then the use of
numerosity might be justifiable. However, throughout all his writings, Chambers made it
clear that purchasing power w a s the relevant property of the elements. Although C C E s
were used to measure assets and liabilities, that measurement was carried out within the
broader context of the measurement of purchasing power, and changes in it, available to the
entity. Numerosity thus cannot be used to justify the measurement of C C E s when their
property to be measured is purchasing power capital and profit.

Two further limitations, one of precise identification and the other of empirical testa
should be considered. The foregoing debate on numerosity has assumed that their number
can be identified without question. But is this so? The question is significant because the
only transformation permitted for measurement of numerosity is the identity transformation.
This is taken to mean that the number of currency units remains clear and unequivocal, a
vital aspect for measuring their numerosity. The number given by the initial exchange
transaction clearly relates to the asset. But beyond the date of purchase it will no longer be
"current". This question of the amount of the cash likely to be received goes to the
uniqueness of the amount as well as its empirical testability.

In contrast to the numerosity of money receipts and money payments, constituting actual
facts for which there is no doubting either their testability or the uniqueness of the actual
dollar flows, the C C E s of non-monetary assets are neither unique nor are they testable,
although they have the potential to be. In the case of the money receipts and money
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payments, the relationship between the empirical relation system (ERS) and the numerical
relation system ( N R S ) is k n o w n and certain. This cannot be claimed for the C C E s of nonmonetary assets. Their "equivalence to cash" at that time m a y never be known, simply
because of the fact that they are held in a non-monetary form at the relevant date, and in
most cases will continue to be used within the business rather than being sold.

Were a non-monetary asset to be sold both the marketplace and amount realised could well
be different from that forecast. Further, the particular circumstances m a y dictate that the
asset should be sold in combination with others, raising questions about the additivity of the
individual C C E s (McKeown,1972). Moreover, a firm facing liquidity pressure m a y decide
to sell a whole operating unit, or branch, as a going concern, with the selling price including
an element of goodwill. A s a consequence the price obtained would exceed the sum
obtainable from the C C E s of the assets if sold individually. In these circumstances,
conditions for additivity would not be present.

Measurement theory thus offers limited support for application of the concept of numero
in accounting. B y not being able to embrace capital and profit measurement, the application
of numerosity is at best limited to directly counting the members of a class, like receipts and
payments (cash) accounting. With the actual quantity of the C C E s to be received on the sale
of non-monetary assets owned by the company being based on estimates which are likely
to be varied on any sale, their estimated C C E s will not yield unique measurements, nor will
they satisfy the requirement for empirical testability.

This approach has depended on the suitability of the numerosity of money equivalents. An
alternative approach is to attempt to derive the relevant qualitative, empirical property of
the elements of the D E C for measurement. Whether this can be achieved by utilising the
framework provided by the general postulates as explained in Chapter 5 is n o w examined
User information needs provide the starting point. A notable difference in the two
approaches is that the property sought is nonnumeric, in contrast to numerosity.
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Relevant information needs and the qualitative, empirical property

Following this approach, the property of the elements to be measured by CCEs should be
derived from the information needs of users, thereby ensuring their relevance. The three
information needs recognised for this purpose are summarised as:
a.

debt paying potential

b.

potential for adaptation

c.

net exchangeable asset backing per share.

This list is not intended to be exclusive; other needs may be equally relevant. Chambers
(1966, 1991, 1998, 1999 for example) has emphasised throughout his writings the
significance of debt paying capacity, and the ability of the firm to adapt to market
conditions. If assets are to be used for paying debts they must be capable of being converted
into cash; equally clearly if the firm is to switch from one line of investment to another,
normally conversion of existing assets into cash isfirstrequired. In the case of share
"swaps" where no cash changes hands, there is still the need for a market value to be
imputed to establish the ratio of exchange. "Potential" is preferred to "capacity" as a
descriptor in a. and b. because it appears to emphasise the more relevant aspect. Regarding
settlement of debts, the relevant amount of the liabilities is the amount they could be settled
for. The Australian conceptual framework emphasises these two needs in the discussion of
financial position in paragraphs 32 to 37 of S A C 2

Calculation of net exchangeable asset backing per share should be based on the current
market selling prices of the assets so that thisfigurem a y be compared with the share price.
It can be particularly useful to shareholders in evaluating a takeover offer. The need for this
information is clear. The stock exchange operates on the basis that the market for the shares
and stocks traded is an informed market; that is, that buyers and sellers are able to ascertain
all relevant information so that no one buyer or seller can obtain an unfair advantage in
ttading. Accordingly, stock exchanges have stipulated strict rules for disclosure of market
sensitive information by companies whose shares are traded.

In spite of these provisions, many shareholders have learnt subsequent to the sale of the
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shares that they have sold them for an amount significantly less than the realisable value of
the company's assets. Sometimes this m a y be no more than bad luck or bad timing of the
seller. However, consider a successful takeover of a manufacturing company for $2.50 a
share for shares previously traded at $2, the latter price reflecting the relatively poor
operating performance of the company.

Suppose further that the major asset of the

company w a s land and buildings which had been steadily appreciating in value over the
years, and that the net exchangeable asset backing per share before the sale was $3. In this
situation, assuming shareholders were not informed of this information, they could have a
justifiable sense of grievance against the directors, feeling that they had failed to inform them
of all relevant information.

This occurs where information, like the current market selling prices of major assets, wa
known to the company but not reported to the shareholders. All will be aware of takeovers,
like the example, where the acquirer subsequently disposed of the assets, pocketing a large
profit. Small shareholders are the more likely to be disadvantaged by non-disclosure of this
information simply because the large shareholders and institutional investors are in a m u c h
stronger position to ascertain relevant information, and to take advantage of changes in the
market.

These market selling prices, or CCEs, of the net exchangeable assets are not disclosed as
a matter of course infinancialstatements, and presumably have been one of the forces
behind the pressure for periodic revaluations. However, periodic revaluations of some
assets from time to time does not appear to be an adequate response. W h a t is needed is that
this information be disclosed as a matter of normal reporting practice within the company's
annual report and accounts. It is not being suggested that sensitive competitive information
should be disclosed, but rather disclosure of information which in many cases would be a
matter of public record; for example, government valuations of land and buildings and prices
from second hand markets of motor vehicles. Specialised equipment or assets for which
there were no C C E s available could be shown at zero, or the fact simply reported that they
had no separate market value. In these circumstances, disclosure of the insured value m a y
provide some guidance to investors. The clear intention is to be able to express the wealth
of the company in current market prices as an amount per share
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In addition, B r o m w i c h and Wells (1983: 119), following the method of analysis employed
by Beaver and Demski (1979), claim that a measure of wealth "is useful for all financial
decisions, in the sense that decision-makers would prefer to base their decisions on the
information rather than act without it." T h e interpretation of these authors that wealth
denotes assets less liabilities measured at their current market selling (or settling) prices, is
clear support for the reporting of C C E s .

The general case was advanced in Chapter 5 that property rights provide the qualitative,
empirical property underpinning the interpretation of the elements to be measured in
financial statements. The specific propertyrightrelevant in relation to the three information
needs selected is the right of sale in respect of assets, and the obligation to settle the
habilities. Thefirststep in ascertaining the debt paying potential of a company would be to
forecast the cash equivalents of its assets, and the cash equivalents required to settle its
liabilities; similarly for calculating its potential for adaptation. With the emphasis on the
selling prices of assets, the propertyrightsto the assets m a y be referred to generally as the
wealth of the entity, with the owners' equity representing the ownership interest in that
wealth. The term wealth is thus used to denote measurement in current market selling
prices, or C C E s . Thus, the aggregated market selling prices of the individual assets less the
aggregated amount for settling liabilities should be disclosed to provide information relevant
to the three designated information needs.

Since none of these information needs calls for the measurement of periodic profit the
interpretation of the D E C can be simplified by reverting to the basic double entry equality
and treating it as the only axiom. Thus, with profit measurement and capital maintenance
not issues, A x i o m 2 is redundant. Assets and liabilities become the primitives in this
simplified structure, and w h e n interpreted as wealth (measured in C C E s ) a similar meaning
is accorded owner' equity. Detailed measurement rules would then need to be derived to
implement this measurement system. Cash would be measured at the amount held; other
monetary assets at their C C E s by including an allowance for uncollectibles, and nonmonetary assets at their C C E s . Lack of active markets for non-monetary assets could
present problems.
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T h e output of thisfinancialreporting system is a statement listing the C C E s of the net
exchangeable assets of the company. This statement could be included with the company's
annualfinancialreport, and the amount of the net exchangeable assets per equity share could
be calculated from it. It should be noted that the C C E s model only applies to continuing
enterprises. O n the winding up of a firm, after realisation of the assets and settlement of the
liabilities, cash for distribution to the owners would be the final asset.

To summarise, Chapter 5 identified property rights as the general qualitative, empirical
property basic to the interpretation of the elements. F r o m this general concept therightof
sale w a s selected as relevant for interpretation of the elements in relation to the three
information needs, in turn leading to assets being interpreted as current wealth, liabilities as
the current amount required to settle debts, and owner's equity as the ownership interest in
that net wealth. C C E s were then derived as the specific property of the assets and liabilities
to measure wealth of a company at a particular date. T h e domestic currency should be used
as the unit of measurement. While the steps set out in Postulate No.3 were followed in
identifying the specific property to be measured, the primitives for the C C E s interpretation
were the assets and liabilities.

Another argument, described as "deduction", for the reporting of net realisable values has
been presented by Godfrey, H o d g s o n and Holmes (2000: 17)3.

DEDUCTION
PI
P2

All firms should prepare financial reports to satisfy the information
requirements of all users of the reports.
All users of financial reports are concerned about the solvency of the
reporting firms.

C=P3
P4

Allfirmsshould preparefinancialreports to report on the solvency of firms.
The solvency offirmsis indicated by the net realisable value of their assets.

C

All firms should measure assets at net realisable value in their financial
reports.

Their information need of solvency is similar to debt paying potential
3

Their example also demonstates the difficulty in ensuring that the logic is watertight, for example, for the final
conclusion to follow ftom P 3 and P 4 appears to require the insertion of "only" in P 4 after "indicated"
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However, it should be noted that m y analysis has been simplified by considering the assets
and liabilities at balance date in isolation from h o w the firm acquired them, and the nature
of the measurements represented by C C E s .

Are CCEs fundamental or derived measurements?

It is worth recalling the general position summarised in Chapter 1 regarding the relati
between propertyrightsand transactions. Contracts are the means by which property rights
are changed; m o n e y provides both the means for expression of the consideration in the
contract and for the settlement of the contract. O n execution, the contract provides the
transaction, central to recording in accounting. A s explained in Chapter 2, fundamental
measurements are measurements which do not depend on any prior measurements. It has
been accepted that exchange transactions provide the fundamental measurements for
externalfinancialreporting irrespective of the measurement model being applied (Willett,
1987, 1988; Gibbins and Willett, 1997).

This analysis implies that CCEs are derived measurements. However, with the exception
of money held, all assets are to be measured at their C C E s . A pre-condition for reporting
an asset as property of thefirmis that the firm obtained the asset in a transaction conferring
ownership rights to it. For a non-monetary asset held by the firm at balance date, the
purchase transaction by which it acquired the particular asset is the fundamental
measurement conferring this ownershipright.The particular transaction would be measured
at the m o n e y consideration of the contract. Assuming that at balance date this money
consideration no longer reflects the market value of the asset, then the C C E represents the
exchange transaction of another, similar asset that w a s traded in the market, or a price
taken from a price list compiled from sales of similar assets. Application to the asset in
question requires an "inductive leap" - an assumption that w h e n sold in the future "normal
course of business" it will yield the same amount. Hence C C E s certainly do not constitute
fundamental measurements of the asset being measured. The question then is whether they
can be justified as derived measurements.
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If, as Kaplan (1964) suggested, derived measurements depend on logical and empirical
relationships established for fundamental measurements, their scope will be restricted by
these relationships. So the issue becomes one of identifying the "logical and empirical"
relationships that are applicable to the fundamental measurements. Hempel (1952) and
Suppes and Zinnes (1965), also offer support for this approach. Hempel, in particular,
appears to suggest a possible test. The liberty is taken of amending Hempel's statement to
bring out its possible applicability to C C E s .
[ C C E s do] not introduce a " n e w " quantity but rather an alternative w a y of
measuring one that has previously been introduced [that is, by the exchange
transaction] ... by the discovery of some law which represents the magnitude in
question as a mathematical function of other quantities for which methods of
measurement have likewise been laid d o w n previously (Hempel, 1952: 69, m y
additions shown in square brackets).

The relevant 'law" here should be related to the objective of the measurement, the obje
being derived from the recognised information needs. In accordance with the interpretation
of owners' equity as ownershiprightsto wealth, the overall objective is the measurement
of wealth using C C E s . O n the date of acquisition the exchange transaction is a measure of
the asset's current market value. Thus, following this objective, it is logical to measure the
asset at a later date by its then C C E .

Unfortunately, however, there is no direct

measurement connection between C C E s and the original transaction, although the
ownershiprightto the asset represents a c o m m o n element. The difficulty remains that the
C C E s are derived from the market selling prices of other, similar assets

A similar approach to the empirical testability of CCEs yields a similar conclusion. Su
and Zinnes (1965: 17) suggested that the need for strict empirical testability is not applicable
to derived measurements because of their dependence "...on other numerical assignments".
The only "other numerical assignment" relevant to C C E s would appear to be the initial
exchange transaction, and the market prices of similar assets. But it would seem difficult
to satisfy the need for empirically testability by reference to the market prices of similar
assets. Apart from being similar assets, they have no empirical relationship or link to the
asset being measured.

Hence, serious difficulties to their recognition as derived

measurements exist. A further approach is n o w considered.
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C a n the Vickrey conditions be met?

While the strict criteria of measurement theory not have been met, the three necessary and
sufficient conditions advocated by Vickrey (1970) m a y be able to be satisfied. H e sought
an extensive economic property which 1) is possessed by accounting phenomena
2) is measurable in standard monetary units, and
3) is accepted by accountants as appropriate for accounting measurements.

CCEs can be described as an economic property on the ground that they relate to economic
resources; and as extensive, because they apply to all assets and liabilities. The problem in
application is that the timing of realisation is problematic, and that the amount is uncertain.
Clearly, C C E does constitute an extensive economic property of economic resources of a
particular firm or company.

Considering Vickrey's three specific conditions, as accounting phenomena relate to
economic resources and changes in them, thefirstis satisfied. Measurement in standard
monetary units, interpreted as the domestic currency, is clearly applicable, thus satisfying
the second condition. The third depends on a collective judgement of accountants Were
the statement to mean disclosure of the C C E s of all assets in a supplementary statement of
financial position as previously proposed, general support might be expected. Indeed, as
will be discussed later, empirical surveys by Chambers (1980) and Chambers and others
(1987) offer support for disclosure of measurements of the wealth of an entity. Moreover,
in several countries, mainly of the previous British Commonwealth, revaluations of some
assets to their C C E s have become generally accepted; and more recently there has been a
movement towards "mark to market" in accounting standards. But there is far from general
agreement on h o w the credit arising from upwards revaluations should be dealt with in the
financial statements. Thus it would appear that C C E s are able to satisfy the Vickrey (1970)
conditions in the context of measuring wealth for the three purposes fisted.

Some light has been shed on these and other matters by a series of surveys carried out b
Chambers, and with others.
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T h e C h a m b e r s ' surveys

Chambers (1980) reported the results of an Australian wide survey to gauge community
support for the main concepts underlying C o C o A , as the basis for standard setting. The
survey was extensive, with completed questionnaires returned by 1126 respondents ( 5 8 %
of the sample), accountants comprising 6 6 % . The sample obtained was regarded as mature,
and very well educated with 4 8 % possessing a university degree. The results of the survey
offered substantial support for the use of N R V s , or C C E s , in measuringfinancialpositionwealth, and dated spending power.

However, serious anomalies arose with the questions 1, 6 and 11 relating NRVs to debt
paying capacity, and for the measurement of profit. The position was changed marginally
in a supplementary questionnaire sent to 100 of the 548 respondents providing these
anomalous responses.

Chambers was unable to explain these responses within his

framework of ideas, and thus referred to them as "anomalous". The intention here is to
examine these responses in detail, particularly in conjunction with the supplementary
questions which incorporated some changes in wording. Butfirsta brief overall assessment
is offered from another writer.

In reviewing the study, Stamp (1983) accepted that a case had been made for disclosur
N R V s in relation to the purpose of adaptability to market conditions, and, to a lesser extent,
for assessment of liquidity. H e felt that additional questions should have been included, and
challenged Chambers for rejecting replacement cost measures.

The first question raised the relationship between assets, money and debt paying capa
In contrast to the expected positive response, a negative response of 7 6 % was recorded
Question 1 asked:
If you were told that someone has $100,000 in assets and owes $50,000, would you
think that he or she has access to twice as much money as is necessary to pay off
the debt now?
Key words here are "assets" and "money". Supplementary question 3 (SQ 3) revisited this
question with some changes in wording to read:
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If you were told that a certain man has assets worth $100,000 and owes $50,000,
would you think he could pay off his debts and still have $50,000 in assets?
The assets are n o w "worth" $100,000; the reference in question 1 to "money" has been
deleted; and S Q 3 includes "and still have $50,000 in assets". The deletion of the specific
reference to m o n e y coupled with the other change m a k e the question more general. Even
so, there was still a 5 8 % negative response from the 100 resurveyed. Is it possible for this
negative response to be explained, or is it simply an anomaly?

The significance of the realisation concept, discussed in Chapter 6, is that it is a
emphasising the need for an external sale for cash or arightto cash before revenue can be
recognised. According to Vatter (1966) there was general agreement on its application
Indeed, many conventionalfinancialaccountants would regard it as a fundamental principle
for the recognition of revenue (May, 1950). A n d given its long history and use, it would
be reasonable to assume that it was generally well k n o w n to those engaged in business.
Thus, it seems likely that these respondents, accounting and lay alike, appreciated that assets
needed to be converted into cash before they could be used for settlement of debts, and that,
when conversion happens, the price m a y be different from the current N R V . O n this basis
the realisation concept appears able to provide an explanation capable of reconciling these
apparently conflicting results.

Likewise, the relationship between wealth and profit measurement, the other serious
anomaly, also appears amenable to an explanation based on the realisation concept
Chambers (1980) had concluded that "a large part of the sample entertained no systematic
idea of the relationship of wealth and income". Question 4 had in effect asked respondents,
following the fall in value of shares over a year from $2,500 to $2,200, "do you consider
you would have made a loss of $300 during the year - even if at the end of the year you do
not intend to sell the shares immediately?" 6 6 % would not recognise the loss. A s the loss
had not been realised through sale of the shares, respondents could well believe that to do
so would be premature when the market for these shares might well recover, or fall further

The significance of the realisation concept is brought out directly in the answers t
and 4; 1(A) dealing with treatment of an accrued, unrealised gain on shares, while 1(B)
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considered a realised gain, and 4(A) dealt with an accrued, unrealised loss. 7 3 % would not
treat the accrued gain as income whereas 9 3 % would include the realised gain in income.
6 9 % would not treat the accrued loss as a reduction in income but they were not asked the
corresponding question on realisation. Instead they were asked in S Q 4 B , "Would you
consider that during the year the amount of your wealth represented by the shares would
have decreased or remained unchanged?" 8 6 % responded that the fall in value would have
decreased wealth.

"Wealth" is the crucial word in that question. And, as Chambers (1980: 3) concluded "in
excess of 8 0 % of respondents associated 'what non-money assets would fetch if sold' with
datedfinancialposition and wealth". So the overall survey population generally accepted
that changes in N R V s would constitute changes in wealth. This is consistent with the
answer given to S Q 4B. Yet substantially the same population would not treat the accrued,
unrealised loss as an expense for profit measurement. The apparent anomaly can be
explained if the majority of respondents interpreted profit as being realised, as opposed to
wealth changes which were simply realisable; that is, they have the potential for realisation
Accepting these distinctions enables the apparently conflicting statements to be reconciled.

Results not altogether different were obtained for similar surveys conducted in America
Canada, N e w Zealand, South Africa and Singapore (Chambers, M a Hopkins and Kasiraja,
1987). T h e main difference in the results between thefirstsurvey, the Australian 1980
survey, and the last, the 1987 Singapore survey, was a narrowing of the gap in some of the
crucial percentages. The sharpness between the different treatment of realised and accrued
gains/losses w a s diminished. This m a y have been contributed to by some changes in
wording, and differing local interpretations of key terms like "gain", and also changes in the
sample.

Whereas the Australian survey returned a response rate of 58%, accountants comprising
6 6 % , both of the respective percentages for the Singapore survey were 2 6 % . The Singapore
survey was notable for being drawn entirely from the Singapore Institute of Management
All the surveys yielded substantial positive support for the use of N R V s or C C E s for the
measurement of wealth andfinancialposition. This position was further supported by a
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question in the N e w Zealand survey asking businessmen their preferred interpretation of
worth to the business, 74 % responding "selling price" (Chambers and others, 1987: 72).

Nevertheless, the so-called anomalies persisted with respect to profit measurement. Ta
6.3 Income and changes in wealth: percentages ofanalytically expected responses (A.E.R.)
summarised responses over the six countries4. Three questions related directly to profit
measurement. Question c. asked respondents in three countries, United States, South Africa
and N e w Zealand, whether income from an investment was the difference between dividends
received and the fall in the selling price of an asset held. The highest A.E.R. (Yes) was
3 7 % ; meaning in excess of 6 3 % responded negatively. Question 6 used in Singapore and
Canada only, asked whether profit implied an increase in wealth, achieving an A.E.R. (Yes)
of 5 1 % and 6 0 % respectively. The similar Question d. used in the other four countries
asked whether profit implied a corresponding increase in spending power received A.E.R
(Yes) ranging from 1 6 % to 2 5 % . The Australian negative response was particularly strong,
being 8 4 % against.

Nevertheless, the surveys revealed strong support for disclosure of CCEs as a measure o
wealth, complementing the previous conclusion that a demand exists for disclosure of this
information, particularly for the third information need described as net exchangeable asset
backing per share. However, it seems that the respondents appreciated the limitations of a
wealth measure for indicating the amount available for settlement of debts, and presumably
also as a means of adaptation to market opportunities. While the Chambers' surveys did not
appear to offer support for measurement of a concept of profit based on C C E s , h o w C C E s
profit could be calculated from a schedule of assets and liabilities measured at their C C E s
is n o w shown.

T h e Australian survey appears to be under represented in this table. Question 9. thefirstquestion listed.
relates torecognitionof a realised gain on sale, which w a s covered in S Q IB previously discussed but without
entry in the table. In addition, there w a s no Australian entry for Question b. asking whether wealth decreases
by the amount of a fall in the selling price of an asset held. The relevant response to S Q 4 B w as 8 6 % in line
with similar A.E.R. from the three other countries where a similar question w a s posed.
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T h e Dyer C o m p a n y Ltd example and C C E s

Assuming C C E s of the net assets of a firm were to be disclosed in a separate statement, then
C C E profit could be simply calculated from the change in net assets over the period. A s the
change in net assets over a period m a y reflect additional capital introduced or withdrawn
and dividends, the change should be allocated to the relevant sub-elements of owners'
equity. And, as the opening and closing amounts of the net assets in each case related to a
specific date, they could be adjusted for movements in the general price level were this
desired. This is demonstrated by reference to thefinancialstatements for the Dyer Company
Ltd at 31 December 1908 and 31 December 1909, the example used in Chapter 6

CCEs assumed for the non-monetary assets at both dates are shown below. Inventories a
shown at the amounts realised usingfirst-in,first-out
31 December 1908
Buildings
$63,000
Securities
14,500
Inventories
20 r 200
Total non-monetary assets
97,700
Monetary assets
35.000
Total assets
132,700
less Monetary liabilities
5.000
C C E s of net assets
$127.700

31 December 1909
$65,000
15,000
11.500
91,500
53,500
145,000
6,400
$138.600

Thesefigurescan be reconciled with the total of shareholders' funds at the respective dates
by adding the unrealised gains.
Shareholders' funds
plus Unrealised gains
Buildings
Securities
Inventories
C C E s of net assets

$ 110,000

$ 119,200

3,000
4,500
10,200
$127.700

9,000
5,000
5^00
$138.600

With no further capital introduced, and no dividends paid during the period, the change in
C C E s during the year ended 31 December 1909 of $10,900 (138,600 - 127,700) could all
be attributed to C C E s profit.

For those seeking measurement of profit in accordance with Chambers' (1966) continuo
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contemporary accounting model ( C o C o A ) , the C C E s profit could be converted to C o C o A
by allowing for a capital maintenance adjustment. Suppose the general price level increased
by 6 % during 1909, and that the capital maintenance reserve ( C M R ) on 31 December 1908
was $40,000, then the following adjustments would be appropriate.
C C E s profit
less Capital maintenance adjustment (127,700 x .06)
C o C o A profit

$10,900
7^662
$3 233

Shareholders' funds under the C o C o A model at the two dates would be:
Share capital

$50,000
40,000
37.700
$127.700

C M R

Retained profits
Net assets

$50,000
45/100
43*200
$138.600

Retained profits at 31 December 1908 were the balancing item, while at 31 December 1909
retained profits comprised $37,700 + 3,238 + 2,262 (capital maintenance on opening
balance) = $43,200.

Concluding comments

A measurement theory perspective supported by surveys of business opinion initiated by
Chambers have been used to evaluate CCEs. Numerosity appear to be a concept with
limited application tofinancialaccounting. C C E s are not sufficiently unique to satisfy the
identity transformation, and their lack of empirical testability is a further weakness.

Applying the more usual measurement theory approach, property rights were utilised ag
as the qualitative, empirical property of the elements. In the context of the three information
needs of debt paying potential, potential for adaptation and net exchangeable asset backing
per share, wealth was selected as the specific property for conferring meaning on the
elements. C C E s were then selected as the specific property of assets and habilities to be
measured. However, C C E s do not appear to meet the measurement conditions for either
fundamental or derived measurement and thus a further means for their evaluation was
considered.
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C C E s are able to satisfy the less stringent conditions postulated by Vickrey (1970).
Bromwich and Wells (1983) supported the demand from decision makers for disclosure of
the current wealth of a firm. This could be effected in a schedule disclosing the C C E s of the
assets and liabilities of an entity. The series of surveys initiated by Chambers provided
evidence of business support for disclosure of a measure of wealth of an entity. The
realisation concept was invoked to explain an apparent anomaly thrown up by the
Chambers' surveys. Further, the Dyer C o m p a n y Ltd example was used to show that
calculation of C C E s profit, and indeed C o C o A income were that desired, would be a simple
matter. These calculations would contrast and complement measurement and disclosure of
conventional profit based on realisation.

Professor Chambers advocated the recognition of CCEs consistently over many years, using
analytical arguments based in part on two of the information needs selected. Sterling (1970)
independently reached similar conclusions. It should be acknowledged, however, that for
Chambers the relevant qualitative, empirical property was purchasing power of assets and
liabilities, and not their C C E s .
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Chapter 11

Conclusion

Introduction

Historical cost accounting properly interpreted, referred to as the monetary model, is
critically evaluated in this thesis in its role as the main source of financial information
relevant for assessment of m o n e y capital maintenance, and also as a major component of
accountability of directors to shareholders, this information flow helping to ensure the
stability of the securities market. The formal representation of the elements of the
accounting equation in the D E C portrays logically the relationships between the elements,
a major strength of the axiomatic presentation. Changes in assets and liabilities comprise
the primitives of the system. General postulates provide the bridge to the accounting
environment for the interpretation of the primitives from the two information needs
recognised.

The monetary model is an interpretation of the DEC for the purpose of providing financia
information relevant to the two information needs recognised of money capital maintenance
and stewardship of m o n e y funds. The strength of this model is the clear and simple
interpretation of capital as the money amount of the paid in capital, or "money equivalent"
for assets contributed in a form other than money. A s a derived measurement, the concept
of monetary profit does not have the initial simplicity and clarity, or lack of ambiguity,
possessed by m o n e y capital.

Nevertheless, the rules for periodic monetary profit

measurement are consistent with the concept of money capital, and also with the rules for
measurement of assets and liabilities in similar terms. Interpreted consistently within this
framework, monetary profit takes on a unique and definite meaning, although due to future
uncertainty its periodic measurement is no more than a test reading.

Features, like property rights, which are important to an understanding of the monetary
model and its interpretation, and historical support from the U K and U S are sketched. The
monetary model is contrasted with the C C E s interpretation. Attention is specifically drawn
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to complementary research which has been of particular assistance in this research, and to
the main limitations of the thesis. The concluding comments highhght the need for research
evaluating historical cost by each generation of accountants.

Property rights, contracts and money

Central to this explanation is the identification of property rights as the qualitative,
property of the elements. Selection of the information needs enables the particular aspect
of propertyrightsto be identified, and used to confer meaning on the primitives. For the
money capital maintenance information need, therightof ownership to the money funds was
selected, leading thence to the choice of contracts as the interpretation of the primitives
Propertyrightshave been a central feature of capitalism.

Adam Smith (1776) apparently appreciated the need for the institution of private property
but it was another economist, Irving Fisher (1906), w h o stated the significance of property
rights to accounting in unequivocal terms. T w o quotations from his work merit repeating:
Wealth is the concrete thing owned; property is the abstractrightof ownership. The
two concepts mutually imply each other (22).
... it is impossible to have arightto any future wealth which is not also a claim to
some present wealth as a means of securing that future wealth (13, italics added).
O f course, there have been m a n y accounting writers w h o have appreciated that property
rights are significant, for example, Sprague (1907), Canning (1929) and especially Littleton
(1933), w h o included "private property (the power to change ownership)" in his
"antecedents of bookkeeping". Yet the idea that propertyrightsare a central concept - like
the hub of wheel - from which the elements assume a related meaning, has not been fully
appreciated. Hence assets are the objects of propertyrights- the things owned (Fisher's
wealth); liabilities are debts o w e d (propertyrightsheld by others against the owners) and
owners' equity is the ownership interest (Fisher's "property") in the assets less the liabilities.
The dictum of Farwell J in Borland's Trustee v. Steel Bros & C o Ltd (1901) that "a share
is the interest of the shareholder in the company measured by a sum of money, for the
purpose of liability in thefirstplace and interest in the second ..." supports this interpretation
of owners' equity as an "ownership interest" in the case of a company
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Contracts - the vehicle for changing propertyrights- provide the interpretation of the D E C
that secures accounting information relevant to the two information needs of money capital
maintenance and stewardship of m o n e y funds. Contracts express the consideration for the
contract as an amount of money. O n execution, contracts giveriseto transactions, with
their money consideration providing the quantity for recording the changes in the elements.
Furthermore, the contracts written by the company include those initial transactions with
shareholders, the beneficial owners, w h e n the m o n e y capital was paid in. Hence the link to
money capital, and to the legal concept of m o n e y capital maintenance for the protection of
the right of creditors to precedence over shareholders in the settlement of their debts.
Writers from both sides of the Atlantic, economists and lawyers as well as accountants, have
supported this position.

Debts arise from contracts, completing the cycle of relatedness for money capital
maintenance.

Thus money, by providing the means for expressing the contract

consideration, has a direct link to property rights selected as the qualitative, empirical
property of the elements. A s previously noted, the consideration denoted in money of the
executed contract becomes the amount of the relevant transaction, and as a consequence,
the amount of the debt for settlement in money. And, provided nominal money continues
to be accepted in this role for settlement of debts, money is relevant as the unit of account
for measuring m o n e y capital and monetary profit in the monetary model. In essence, this
model is a number-of-dollars measurement system.

Hence, a trilogy of related functions endow money as the standard for this important
accounting function, provided money - the domestic currency - is accepted at its nominal
value for the settlement of debts. The other two related functions of the trilogy are as a
medium of contract consideration and as the means for settlement of debts. In addition, two
further functions of m o n e y are its use in price lists to express relative prices, and as a store
of purchasing power. Holding m o n e y as a store of purchasing power is an individual
function depending on individual preferences not only for purchases of future goods and
services, but also for holding money itself. Thus wide variations amongst individuals and
firms are to be expected in its value for this purpose, thereby prohibiting its use as a general
unit of measurement in company accounts. Simply expressed, purchasing power is incapable
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of providing a general standard, let alone one which is stable.

It is significant that Knight (1921), May (1950), and Veblen (1923 - quoted by May)
supported the view that normally money could function as the unit of account (and contract
consideration in the case of the two economists). Cumberland's (1950) position appeared
similar. O f course, they all appreciated that constant prices should be used in calculating
economic aggregates. Keynes (1930), too, by use of the expression "money-of-account",
appeared to support money as the unit of account. Salvary (1993) argued that the nominal
dollar should be used as the unit of account in measuring operating performance, in addition,
he used the Keynesian approach in his analysis emphasising the relative nature of purchasing
power. For this and other reasons purchasing power appears unable to provide either the
qualitative, empirical property in respect of the accounting elements, or the social unit of
account needed for measurement infinancialstatements (Goldberg, 1965).

The DEC and the monetary interpretation

The familiar double entry equation underlying financial statements is formally expresse
a calculus, the D E C , with general postulates of financial accounting providing the means for
the interpretation of the elements of the D E C . Changes in assets and liabilities were selected
as the primitives of the system, and the basic equality between those changes and changes
in owners' equity w a s chosen as thefirstaxiom. The second axiom - conditional on the
m o n e y capital maintenance being accepted as an objective - is simply the obvious rule to
ensure that dividends are not returns of capital. M a n y writers, economists and accountants
alike have supported the concept of "different measurements for different purposes",
whether it can be said collectively of them that this amounts to "adequate inductive support"
for this statement is a matter for the judgment of those involved in this research. Thomas
(1974) w a s supported in his criticism of the "general purpose" assumption regarding the
purposes of financial statements. The issue of different models in relation to different
purposes is returned to shortly w h e n the monetary model and C C E s model are contrasted

The monetary model is a logically consistent system for providing relevant and reliable
financial information for the two information needs selected. Its two main principles of
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realisation and cost allocation are central to periodic monetary profit measurement. The
reason for the support of realisation is the prohibition on the anticipation of profit, vital for
money capital maintenance. Cost allocation has been more controversial. Thomas's claim
of the incorrigibihty of allocations is answered by demonstrating that allocations can be
explained as derived measurements, which, within the context of a particular model, are
based on principle. Furthermore, T h o m a s (1974) accepted that allocations could be valid
in relation to specific purposes. Several writers have shown that theriskaspect of future
uncertainty can be handled by the use of probabilities. However, true uncertainty is not
amenable to this approach, and thus casts a shadow over the amounts disclosed in the
balance sheet. Conventionalfinancialaccountants have made it clear that it is not the
function of the traditional balance sheet to value the business; that is the function of the
market using reported profits and other information. Yet there has been pressure for
disclosure of the market values of the firm's assets

Historical support for the monetary concepts

United Kingdom

Institutional provisions directly bearing on the contents of accounting reports,
recommendations of professional bodies and the views of textbook writers including
practitioners, were examined for their correspondence with the concepts of the monetary
model. The law, both statute and case law, w a s the main institution impacting on accounts
in the U K , especially prior to the Second World War. The age of the joint stock company
w a s ushered in with the passing of the 1844 Joint Stock Companies Act. However, the
farsighted provisions on accounts and audit were relegated to an optional set of articles by
the 1856 Companies Act.

The remarkably clear notions on accounts of Lord Thring, draftsman of the 1856 Act, were
obviously in advance of practice at that time, but there can be little doubt that they were
increasingly applied. Capital w a s the money amount of the share capital paid in or
contributed to the company by the shareholders, and it was to be "maintained" for the
protection of creditors. The Companies Clauses Consolidation Act of 1845 provided clear
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statutory support for restricting dividends to profits; and for allocating the cost of fixed
assets over the period of economic usefulness in measuring profits. However, these
provisions relating to accounts and dividends were relegated to an optional set of articles
by the 1856 and 1862 acts. Jessel M R enunciated the capital maintenance doctrine in
unequivocal language in several cases, the most notable of which is Flitcroft's case of 1882.

The notion of capital as money capital, and the related concept of monetary profit, wer
given a clear exposition by Pixley in 1881. His comprehensive endorsement of the main
concepts of the monetary model appears to have been well in advance of his time. Accrual
accounting was described clearly. However, the courts delivered a psychological blow to
this beginning professional role of accountants through the several important decisions from
1889 on profits legally available for dividend. Dicksee (1892) reflected the outrage of
accountants at these legal decisions. H e endorsed accounting principles similar to those of
Pixley (1881). The 1905 American edition of his auditing book recognised its standing in
both the U K and U S , and is an example of U K influence crossing the Atlantic. In 1926 he
gave a good explanation of "going concern value" in the historical cost context (Dicksee,
1926). Dicksee appeared to appreciate the relationship between the profit statement and
balance sheet. Both of these English writers offered clear support for the main concepts of
the monetary model.

The 1931 Kylsant case was needed to bring accounting out of the shadow of directors. Af
some uncertainty, and commencing with the issue of recommendations on accounting
principles by the I C A E W in 1942, accountants assumed a full professional role. The
statement of de Paula (1948b) following the passing of the 1947 Act; the statement of the
I C A E W on the purposes of accounts contained in Recommendation N 1 5 in 1952 and
quoted with approval by the Jenkins Committee in 1962; and of the Jenkins Committee
itself, all provide an intellectual link going back to the Companies Clauses Consolidation Act
of 1845, and to Pixley (1881). In addition, the eventual enactment into company law of the
recommendations of the Jenkins Committee overruled the series of c o m m o n law decisions
from about 1889 contrary to the proper measurement of H C A profit. The c o m m o n theme
is the measurement of money capital and profit for the information needs of stewardship and
money capital maintenance
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United States

With m a n y of the early American accountants drawn from Britain, initially American
practice took its lead from across the Atlantic. But not for long. M a n n (1931) relates h o w
Sprague loved to travel overseas. Most of his 27 trips abroad were to England where he
felt he learned most of value on business and accounting to take back to America.
Undoubtably Sprague (1880,1904 and 1907) contributed to the development of accounting,
most notably through his emphasis on an algebraic approach, and the concept of services.
Whether he got the latter concept from Fisher (1906) is not clear.

Canning (1929b) made the concept of services the centrepiece of his depreciation policy,
and also outlined the concept of opportunity differential. Unfortunately, however, for m y
enquiry with the views outlined in his book apparently oscillating between present values
as the ideal, and the direct and indirect measurements he proposed for accounting, it is
difficult to reach a conclusion on the position he favoured. Yet he appeared to adapt
Fisher's "realized money income" to the earnings of the firm. A n d if he can be interpreted
in conjunction with Fisher's review of his book, and Nelson's 1942 article, Canning (1929a)
may have intuitively accorded "monetary profit", as used in that article, a similar meaning
to its use in this thesis.

The great depression and the passing of the Securities Acts seemed to provide a catalys
action, causing the accounting profession in the U S to take a stand on accounting principles
earlier than was the case in the U K . In 1934 the American Institute of Accountants adopted
by a vote of its membership, several principles pointing to the monetary interpretation. This
was followed in short order by the 1936 statement of the A A A , and then the 1940 Paton and
Littleton monograph, described by Zeff (1999) as a paean to historical cost. M a y (1943)
and m a n y other professional writers endorsed similar concepts.

Hence clear and

unequivocal support w a s presented at that time from the academic and professional
communities for the monetary concepts, or for H C A .

Due to the federal system of government employed in the US, it is difficult to generali
the country as a whole on the question of profits available for dividend. They were matters
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within the jurisdiction of the states. Writing in 1945, Brown, Harvard professor of law,
stated that three important statutes of the previous 15 years, those of the states of
California, Michigan and Minnesota, provided that "earned surplus"should be "the primary
and ordinary measure of funds available for dividends ..." (Grady, 1962: 205). It seems truly
remarkable that for a period of about 25 years from 1934, substantial agreement existed on
accounting principles in the U S .

UK and US developments contrasted

These two countries, the United Kingdom and the United States of America demonstrated
at slightly different times strong support for the main concepts of periodic monetary profit
measurement. For the U K this covers the period from about the time of the 1945 Cohen
Committee through to the 1962 Jenkins Committee Not only were the main concepts of
the monetary model explained by the I C A E W in their evidence, but they appear to have been
accepted by a committee comprising largely businessmen and lawyers and then enacted into
law by the Parliament. It was left to the recommendations of the 1962 Jenkins Committee
to tidy up the contrary case law. Overshadowed by Britain's entry into the European
C o m m o n Market and legislative responses to implement the Fourth Directive, it was some
time before the necessary enactments were passed. In 1980/81 the law was amended to
restrict dividends to "realized profits". Thus in the U K the monetary concepts were
endorsed by the profession through the I C A E W as well as two essentially lay committees
on company law reform, and they provided the basis for legislation of the Parliament. It
would be remiss not to mention Pixley's clear exposition in 1881 which, due to subsequent
developments in case law, was not apparently instrumental in achieving a more general
understanding offinancialstatements.

In the US, this period commenced with the 1934 vote by the membership of the American
Institute and the 1936 A A A statement. This clear beginning was corLfirmed by later
publications, most notably by the 1940 Paton and Littleton monograph as well as by Gilman
(1939) and M a y (1943) from accounting practice. Different institutions, including the
c o m m o n and statute law, and events were the catalyst for change in the U K and the U S .
However, there is surprising similarity about the period of time over which substantial
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agreement on accounting principles existed, and over the content of those principles. In
both cases, the explanations presented seemed to be appropriate to the times. Yet in neither
country was continuing support found from about the 1960s, particularly from theorists.
Financial statements were subject to increasing criticism, mainly for their lack of relevance,
and accounting theory was criticised for not providing a cohesive, integrated explanation.

CCEs

CCEs were selected as an alternative interpretation of the DEC to contrast with the
monetary model. A s none of the three information needs recognised requires measurement
of profit, the D E C simply reverts to the basic double entry equation with assets and liabilities
becoming the primitives. D u e to the emphasis of the propertyrightto dispose of assets,
assets and liabilities were interpreted as wealth.

Although C C E s provide relevant

information for the three information needs selected, they do not appear to meet
measurement theory criteria including that of numerosity. However, C C E s do qualify under
the conditions suggested by Vickrey (1970). Furthermore, a series of surveys initiated by
Chambers provided evidence of support for disclosure of the wealth of a company. Such
disclosure would complement the disclosure of the traditional profit statement and balance
sheet prepared using the monetary model. Thus the C C E s model, by demonstrating an
alternative interpretation of the D E C providing relevant information for three different
information needs, complements the monetary interpretation. Each model provides financial
information relevant to different purposes.

Complementary research

Willett (1987, 1988) has extended the transactions based research by drawing on
measurement theory. Using an axiomatic presentation, he has demonstrated the application
of his statistical activity cost theory based on activity costs and production relations
Amplification of his theory (Gibbins and Willett, 1997), portrayed accounting as being based
on an empirical accounting structure, a structure which should be "representationally
faithful" to the economic events - transactions - recorded. The data of this structure
possesses statistical properties which enable it to be manipulated for specific purposes
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A

"disclosure filter" provides the mechanism for the selection of derived measurements, like
a particular concept of profit for example, that provide relevant information in relation to
particular information needs. In its o w nright,this explanation provides strong support for
historical cost measurements.

My research is focussed on the search for a qualitative, empirical property that links t
recognised information need to the interpretation of the D E C , and provides the justification
for that specific interpretation. The means stipulated for selecting the relevant measurement
system in relation to given information needs appear as complementary to the concept of a
"disclosurefilter"(Gibbins and Willett, 1997). For example, the thesis demonstrates that
the different information needs in respect of m o n e y capital maintenance and for calculation
of asset backing per share require completely different - and incompatible - measurement
bases.

Several of the ideas emphasised by Salvary (1992, 1993 and 1997) have parallels in this
research. Examples are: the functions of money; application of the realisation concept; the
conception of both his system based on "recoverable cost", and the monetary model, as
number-of-dollars measurement systems; and the view of purchasing power as a relative
concept depending on individual preferences. H e also drew on the Keynesian (1930)
concept of m o n e y in adopting a more realistic framework for accounting.

The economic context identified as relevant for this research is Post Keynesian economic
in which contracts, transactions, money, time past, present and future, and uncertainty are
specifically recognised for their role in the economic system. Moreover, they are roles
which are also relevant tofinancialaccounting. Hencefinancialaccounting has found a
"congenial twin", a conclusion in sharp contrast with the assumption of m a n y accounting
theorists that the Hicksian concept of economic, personal income provides an ideal to which
accounting measures of profit should aspire. Accounting and economic rates of return could
be harmonised in evaluating performance by ensuring that the criteria used in the investment
decision were also used in the evaluation. Thus planned cash flows should be confronted
by actual cashflows,and a means should be found for incorporating the assumed return on
capital. The lingering economic influence on accounting concepts of profit based on
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tangible equity change and allowing for uncertainty w a s traced. These "mixed" systems
appear to lack an extensive property.

Limitations of the research

The research methodology employed, based on Rudner's (1966) concept of a theory, has
to negotiate a variety of challenges. M a n y theorists would regard the strict relationships of
the D E C as too "canonical", although by being dependent on the general postulates for
interpretation of the elements, it is not completely "rules dominated" Thus, it seems that
it can be accommodated within the "semantic conception of a theory" (Suppes, 1977).

Another challenge is to establish a logical relationship between the recognised informat
needs and the interpretation of the elements claimed to flow from them. This is a difficult
and complex task going beyond the rules of logic into the meaning of basic terms. Having
decided what information needs should be recognised for a particular interpretation, a
further challenge is whether "adequate inductive support" exists to support them. Perhaps
the most difficult challenge is to justify the cost allocations of the monetary model when
there is no empirical w a y to unequivocally relate service consumption or expiry (cost expiry)
of long life assets to time periods. Is it sufficient that society requires a periodic "test
reading" of the amount of profit (Hatfield, 1924)? It does not appear possible to
demonstrate any of these issues conclusively. Hence, the decision resides with accounting
theorists collectively.

As a relatively recent "emerging discipline" accounting theory appears to be struggling
the issue of what is the appropriate ontology, and then being aware of its hmitations. The
ontology of T h o m a s (1969, 1974) reflects the movement from the "older" to the "more
recent" positions. At several point in the S A R 3 , the 1969 publication, accounting reality is
depicted as being based on economic reality with a physical basis residing in its goods and
services.

Yet at one point in S A R 9 T h o m a s (1974) locates the basis for reality in

accounting's "revenues, costs and m o n e y flows", a position that can be reconciled with
HCA.

Vickrey (1976, 1979) provides evidence of a similar shift, upon his concept of

physical reality being challenged by Abdel-Magid (1979b). Mattessich (1995) was at pains
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to stress that as an applied science accounting needed "instrumental hypotheses" for its
application. However, lacking clarity about the nature of the reality of such hypotheses, the
approach w a s questioned. It is not clear whether framing the hypotheses as auxiliary
propositions can overcome these criticisms completely (Archer, 1995).

With the "old verities" of historical interpretation swept away by the "new accounting
history" m u c h care and caution must be exercised in conducting historical enquiry. The
individual researcher has to accept that it is impossible to be "valuefree",preconceptions
are brought to each issue examined, and different points of view abound. Thus a plurality
of interpretations must be accepted as a possibility. Overall, while posing a challenge for
individual researchers, this diversity can be a strength for a discipline. However, its saving
grace - to be found in Popper's (1959) "inter-subjective testability" - m a y be of small
comfort to the individual researcher.

Concluding comments

Lindsay (1993) indirectly offered support for this research by emphasising the benefits
be gained from repeating earlier research studies. While the "new" accounting historians
would caution against interpreting an improved understanding over time as progress,
evidently there has been an improved understanding in accounting concepts over certain
periods, but it has not been continuous. For example, given the added understanding
evident in the Paton and Littleton monograph in comparison with Canning (1929b), it might
have been expected that there would have been further advancement since. That has not
happened. If H C A is to be continued, then it seems that each generation of accounting
researchers needs to re-interpret it in the modern idiom, giving it context and relevance in
the current environment. Otherwise, especially after a long period of criticism or neglect,
it m a y be in danger of being seen as largely irrelevant to modern problems, and more a
product of institutionalised convention than of modern information needs. This appears as
a possibility given the lack of theoretical research in accounting "conventions" (Archer,
1993) and theflightof accounting researchers to adjunct disciplines (Cushing, 1989)
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